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Some Problems of Allotment Accounting 
By Lewis WINTERMUTE 


The business of subdividing land into building lots and selling 
them to individual purchasers, as it is conducted today, gives rise 
to certain problems that are more or less peculiar to itself. It is 
intended that the present discussion shall be limited to the ac- 
counting procedure required for the exercise of proper control over 
certain conditions that are not common to most business under- 
takings. 

This limiting of scope was a result of a review of the business, 
which disclosed some of the numerous ways in which subdivisions 
are planned, financed and sold; the many ways of organizing and 
compensating sales forces, and the various arrangements for 
financing the enterprise and for encouraging purchasers. Each 
of these variations presents a new set of problems and requires 
some modification of accounting procedure and forms. 

A typical situation is that of an organization which buys 
acreage property for part cash and part mortgages; has it sur- 
veyed and causes a plat to be made laying the property out into 
streets and lots; initiates the installation of improvements either 
at its own expense or by means of an issue cf municipal bonds, and 
then places the lots on sale. The selling prices vary with location 
within the tract and include all the costs of streets, sidewalks, 
sewers and other city conveniences. In most cases the sales are 
made on a land-contract basis although some lots are sold for part 
cash and part mortgage and others for all cash. Titles to the lots 
are granted free of all prior encumbrances and the sales organiza- 
tion is compensated by a commission on the selling price to be 
paid out of collections. The problems to be considered will be 
discussed under five major headings: 

1. Setting up unit lot costs. 


2. Accounting for instalment accounts. 
3. Accounting for salesmen’s commissions. 
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4. Accounting for unrealized profits. 
5. Recording sales and canceled sales. 


SETTING UP UNIT LOT COSTS 


Cost of land. The land-purchases account in the general ledger 
will be charged with the cost of acquiring the land. Well estab- 
lished practice includes in this figure all values paid to the vendors 
and all mortgages assumed or given back, together with all costs 
incident to the purchase. These latter items include commis- 
sions, attorney’s fees, traveling expenses, title papers, escrow fees, 
etc. In many cases there will be existing improvements on the 
land which must be taken into account. If such improvements 
are of only incidental value they can be ignored. If the improve- 
ment is to be removed, the land-purchase account should be 
charged with the cost of removal and credited with any value 
recovered from the sale or use of any materials removed. If the 
improvements are to remain, they should be appraised by com- 
petent persons and set up in separate ledger accounts at appraised 
values, giving the land-purchase account corresponding credits. 
This procedure leaves the land-purchase account stated at actual 
net cost of acquiring the land. If the improvement consists, as it 
often does, of a building that is subject to ultimate sale, it will be 
necessary to transfer to its account the cost, when determined, of 
the lot which it occupies. 

Carrying charges. There is usually a considerable lapse of time 
between the date of acquiring land and the time when it is sold as 
individual lots. During a part of this time it is undergoing the 
transformation from acreage property into building lots and 
during the balance of the time it is held awaiting purchasers. 
The owner is meanwhile forced to face heavy outlays for property 
taxes, interest on borrowed money and similar items without 
realizing any income from the property. It follows naturally that 
such land is unproductive property, and the outlays specified 
would be classified as carrying charges. It is recognized that 
carrying charges are capital expenditures and as such constitute 
part of the cost of lots. It is good practice to charge such expendi- 
tures to carrying-charges account in the general ledger, from 
which they will be transferred to the lot ledger account at the 
time individual lot costs are determined. 

The question arises as to when carrying charges cease to ac- 
crue. Asa matter of fact they continue to accrue from the date 


162 

















Some Problems of Allotment Accounting 








the property is acquired until it is actually disposed of, but there 
is here involved not only the theory of accounting but the much 
more important necessity for being practical. Many instances 
are known where the allotment books were set up on the basis of 
capitalizing carrying charges up to the date of selling the individ- 
ual lot, which was delayed much longer than originally expected in 
the programme of operation. As a result the carrying charges 
added to the original cost have brought the lot cost up to a pro- 
hibitive figure. Real-estate operators are inclined to contend that 
their business is different from other businesses and that their 
carrying charges should be treated differently from those of an 
ordinary mercantile enterprise. A considerable portion of the 
difficulties which periodically assail the real-estate business may 
be traced to a species of optimism of which this practice of limit- 
lessly capitalizing carrying charges is a part. 

It is recommended that the capitalizing of carrying charges 
constitute part of a definite programme for developing and selling 
lots and that it be put on the more conservative basis by capital- 
izing all such expenditures prior to the day when active selling 
operations are started and by treating them as operating expenses 
from that date on. Of course modifications of this rule would be 
necessary in the case of an organization which had purchased a 
large acreage and was faced by the necessity of withholding some 
considerable portion of it from allotment until a later date. 
In such circumstances the carrying charges should be apportioned 
between the acreage developed into lots and that still held as 
acreage property. Capitalization of the carrying charges on the 
lots would stop at the time when they were definitely placed on 
sale but would continue on the acreage property until its date for 
development arrived. This position is taken, as has already been 
indicated, more from the viewpoint of practical expediency than 
that of theoretical accuracy. It simplifies some of the accounting 
procedure and states the property values on a sound basis. 

Improvements. In the process of allotting land it is necessary to 
provide improvements such as graded and paved streets, side- 
walks, sewers, water mains, etc. In many cases before this work 
has been completed the lots are put on sale subject to completion 
of these improvements at the expense of the vendor. In such 
circumstances it becomes necessary to determine the cost of lots 
without awaiting completion of the improvements. This is 
accomplished by making a careful estimate of the cost of such 
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improvements, which is set up in the accounts as a charge to 
improvements and a corresponding credit to reserve for improve- 
ments. Thereafter as the expenditures for improvements are 
made they are charged to the reserve for improvements. 

In some cases improvements are made by the municipality and 
financed by a municipal bond issue, and the cost is assessed 
against the property, on the tax duplicate, in instalments over a 
period of years. In such cases the lots are sold subject to such 
assessments and it is not necessary to make provision in the allot- 
ment bookkeeping for any unmatured instalments. Such assess- 
ments ordinarily include both the cost of the improvements and 
the interest charges on the bond issue, but the entire amount of 
each assessment should be treated as additional cost of the lots 
and should be capitalized as improvements. 

Lot costs. The costs of the individual lots are determined by 
combining the three accounts, land purchases, carrying charges 
and improvements, and apportioning an equitable part of the 
total to each lot. Assuming a case where the combined cost is 
$1,000,000 to be apportioned among 1,000 lots and where all lots 
are of equal size and value, each lot would cost $1,000. This is on 
the basis of the theory that the salable land must absorb the 
entire cost of the tract. A certain part of the land originally 
purchased is required for streets and it is common practice to set 
aside tracts for parks or to donate land for other civic purposes. 
It is evident that such land can not be sold as lots and that its 
cost must be absorbed in the lot costs on some equitable basis, 
because such use of land is calculated to benefit all the lots 
and to increase their value. In actual practice the lots are 
seldom of uniform size, and in such a case the apportionment 
would of necessity be based on the area or front footage of each 
lot. 

The real problem in apportioning cost arises through variations 
in the actual value of the lots in addition to that difference 
caused by size. This situation has been met in some cases by 
taking the values from the tax duplicate and either increasing or 
reducing them at a uniform percentage rate to the point where in 
the aggregate they exactly agree with the actual cost. For 
example, take the case cited above; the total cost is $1,000,000; 
if the sum of assessed values on the entire 1,000 lots amounted to 
$1,250,000, the cost of each lot would be considered to be 80 per 
cent. of the assessed value. 
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A method which might in some cases produce more equitable 
results is to have the management set a selling price on each lot 
and then reduce these figures to cost by the same formula as 
shown in the preceding paragraph. In the same example, with a 
cost of $1,000,000 for 1,000 lots, let us assume an aggregate listed 
selling price of $2,500,000. It would follow that the cost is 40 
per cent. of the listed selling price and by costing each lot accord- 
ingly the entire cost would be fairly spread over all the lots. 
This method is considered preferable for the reason that the rela- 
tive prices of the lots are usually set by experienced allotment 
operators who can be relied on properly to value the various 
conditions which make certain lots more or less desirable. It 
seems that any of these methods would meet the requirements of 
the federal income-tax law as interpreted in Regulations 69, 
article 43. Cost should be apportioned to lots as early in the 
development as practical, but certainly not later than the begin- 
ning of sales operations. 

Lot ledger. When individual lot costs have been determined it 
is important that they be made a matter of permanent record. 
It is also necessary that an authoritative list of unsold lots be 
accessible at all times and that the means be easily available for 
verifying the lot-inventory account as reflected in the balance- 
sheet. This need is met by installing a lot ledger in which each 
lot is represented by a separate account. The lot ledger is repre- 
sented in the general ledger by the controlling account lot ledger, 
which will be set up at the time when lot costs are determined. 
This will be accomplished by a journal entry that credits land 
purchases, carrying charges and improvements, thus closing those 
accounts. 

As shown in form 1 (page 166), the lot ledger carries a complete 
description and history of the lot up to the time it passes out 
of the control of the allotment organization. The record of cost 
originally arrived at will be added to periodically, in those 
cases where improvements have been financed by municipal 
bond issues, by the amounts of improvement assessments as 
they mature and are paid as part of the tax bills. Such charges 
are usually shown on the tax bills for each lot separately. It 
will be found quite advantageous to operate a transfer lot ledger 
in two sections, one for lots sold on land contract for which deeds 
have not been executed and one for lots sold and deeded to the 
purchasers. 
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In the cases of extremely large allotments it is common practice 
to use a form of lot ledger where each lot is assigned a line and 
the record is extended in columnar arrangement across the page. 
This method has the advantage of condensing the lot ledger into a 
relatively thin record, but it is almost invariably supplemented by 
a card or book record in which each lot is represented by a sepa- 
rate sheet. The purpose of this latter record is to have available 
a complete separate history of each lot. 

With the combined information shown in the lot ledger, there 
should be no serious objection to the method illustrated by form 1. 

Adjustment of costs. When all improvement expenditures have 
been made it will be discovered that the reserve for improvements 
has been either over- or under-expended and there is consequently 
either a debit or a credit balance in that account to be disposed of. 
At this point it becomes a matter of judgment to determine 
whether such balance is of importance or merely nominal. If the 
difference is a nominal one it can be transferred to the profit-and- 
loss account and afterward disregarded. This method of dis- 
posing of such a balance is an expedient and should never be used 
if the aggregate value involved is of considerable amount. The 
correct practice is to apportion such balance to the individual lots 
on the same basis as that used in setting up the lot ledger. The 
portion that applies to the lot inventory would be transferred by 
journal entry to the lot ledger account and that which applies to 
sold lots to the profit-and-loss account. If the difference is con- 
siderable it might be necessary to make amended income-tax 
returns for the years involved so as to show correctly the cost 
of sales. 


ACCOUNTING FOR INSTALMENT ACCOUNTS 


Terms of sale. Sales are ordinarily made in one of the following 
ways: (1) the entire selling price is paid at the time of sale—a case 
in which title is immediately passed; (2) part payment is made, 
title granted and a mortgage taken back for the balance, or (3) 
part payment is made and a land contract executed. 

The first type of sale presents no accounting problems. Under 
the second method good results have been obtained in certain 
cases by carrying the mortgages in a controlling account and han- 
dling the detail in the same manner as that outlined for dealing 
with land contracts. The third method of sale is accomplished 
under an instrument that usually provides for stated payments at 
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frequent intervals against which are charged interest on the un- 
paid balance and any additional outlay, such as taxes and assess- 
ments, that the allotment concern may be called on to make. 
Title to the lot passes when the account has been paid in full or 
when it has been reduced sufficiently so that a mortgage can be 
taken back for the balance of the purchase price. 

Summary of sales. By the use of the record illustrated by 
form 2 (page 168), each sale is immediately recorded and the de- 
tailed postings are made to the subsidiary ledgers, while the general- 
ledger postings are made in totals at the end of the month. The 
form provides a record of the purchaser’s name and address, sell- 
ing price, cost of the lot and commission allowed to salesmen and 
management. It shows no record of the down payment since 
that is recorded in the cash-receipts book (form 5, page 172.) 














Form 3 
(Date) (Serial No.) 
The Blank Land Company 
Instalment Receipt 

Account of Lot No. 
Previous Balance Interest charges are made 
Charge for Interest. semi-annually on the last 
“ © ‘Tanes day of June and Decem- 





ber and are not included 
on this balance at inter- 
mediate dates 











Payment 
Balance 











The Blank Land Company 
by 





Cashier. 


Form of receipt. Some allotment concerns issue a passbook to 
each land-contract holder in which debit entries for the purchase 
price and each charge for interest or taxes are made, and a credit 
entry for each instalment paid and a record of the unpaid balance 
on each date are indicated. 

A method that is preferred in ordinary circumstances is the use 
of a receipt blank similar to that shown in form 3 above. These 
serially numbered receipts can be made in a form similar to bank 
cheques. Each receipt of money from any source calls for the 
filling out of a blank in duplicate by the use of carbon paper. If 
the payment is made personally the original can be given as a 
receipt, and if the payment is by mail the receipt can be mailed 
likewise. In this way both parties to the transaction possess 
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evidence of the payment and the cashier has a valuable record 
from which to verify the standing of the accounts. 

When money is received for credit to an instalment account, the 
cashier first refers to the instalment ledger and from that source 
fills in the receipt as to the balance at the time of the last payment 
together with the subsequent charges, enters the money received 
and brings down a new balance. If conditions permit, it would be 
wise immediately to post the payment to the land-contract ledger 
and lay the ledger sheet out for entry in the cash-receipts book. 
After this posting and entry have been completed, the ledger sheet 
should be immediately returned to the binder or file. In making 
such posting to the land-contract ledger, the calculations and 
entries should also be made for matured commissions that apper- 
tain to the collection. Thus all steps incident to the transaction 
have been taken and all records have been returned to their 
proper places. 

Form of instalment ledger. The first entry on form 4 (page 170), 
is posted from the summary of sales (form 2) and is supplemented 
by further data gleaned from the land contract itself. The infor- 
mation regarding credits to the sales force for commissions should 
be posted from the summary of sales at the same time. The pro- 
cedure for recording collections has been covered in the discussion 
of the form of receipt (form 3), and the method of making and 
entering charges for interest and taxes will be treated in a later 
paragraph. 

These records are subsidiary ledgers, one for mortgages re- 
ceivable and the other for land contracts, and they should be 
verified by monthly trial balances. 

The form provides not alone for record and control of the 
account with the lot purchaser, but also for record and control of 
the deferred commissions that appertain to the transaction. 

Form of cash-receipts book. Form 5 (page 172), is designed to 
record all money received and to analyze the accounting effect of 
each such transaction. It provides a column for recording the 
amount of deferred commission that has matured as an incident to 
the collection. Toeliminate the double entry of matured commis- 
sions, only one money column is used, with two folio columns, so 
that the debit posting to deferred commission will be evidenced in 
one folio column and the credit to the salesman’s current account 
in the other. This provides a satisfactory check on postings to 
the subsidiary ledgers. 
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Handling charges for interest and taxes. Two methods of 
computing interest on land contracts are in common use. One is 
to compute interest to the date of each collection and charge it to 
the contract at that time. If this method is used it will require 
that the suggested form of cash-receipts book be modified by 
adding a column for interest. If this is done the collection will be 
recorded in full in the land-contract column and the interest will 
also be entered in the additional column which will not be used in 
balancing the cashbook. The total of the interest column will be 
posted twice, once as a debit to the instalment ledger and once as a 
credit to interest income. This method has the disadvantage 
of producing less actual interest income and of recording such 
income only when collections are actually received. 

The second method consists of making periodic (quarterly or 
semi-annual) charges for interest, and it is preferred because it not 
only produces a larger income but also accrues such income in a 
systematic manner. 

The lots represented in the land-contract ledger are taxed in the 
name of the allotment organization which must see that the taxes 
are paid before they become delinquent and a penalty is incurred. 
This situation is met by having the organization pay the taxes and 
charge them to the land contract. 

Under this plan the lot purchaser will receive a periodic invoice 
for the amount of the interest, taxes and any other extras that he 
is required to pay. It is satisfactory to record these invoices in a 
general journal although some accountants might prefer the use of 
a special journal for this one purpose. 

Deposits on account of proposed sales. It frequently happens that 
relatively small sums of money are received from prospective 
purchasers in advance of the execution of the formal documents. 
Such deposits are in the nature of earnest money to bind the 
bargain and it is often the case that the accountant can not learn 
the terms of sale until a later date. To meet this situation it is 
well to have a separate account in the general ledger for deposits. 
to which such amounts may be credited pending completion of the 
transaction. At that time they will be transferred by journal 
entry to the permanent accounts. 


ACCOUNTING FOR SALESMEN’S COMMISSIONS 


Large allotment companies organize their sales forces in squads 
and companies. There is first the salesman who makes the con- 
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tact and is allowed a commission on his sales. Next is a more 
expert member of the staff who assists a certain group of salesmen 
to close sales. For this he is allowed a commission on the 
sales of all the men under his direction in addition to commis- 
sions on his own sales. Above this man is a sales manager 
who is allowed a commission on all sales madé by all salesmen. 
This results in a liability for the payment of commissions to 
several persons from the proceeds of a single sale. Cases can 
be cited where as many as seven commissions were paid on a 
single sale. 

It is customary to limit actual payment of commissions to a 
specified percentage of collections actually realized and as a result 
we are faced with the necessity of dealing with two kinds of 
commissions, deferred and matured. It is essential that the 
management know the amount of matured commissions before 
advancing money to the salesmen, and the amount of deferred 
commissions before preparing financial statements. 

This result is accomplished by establishing two controlling 
accounts: one for deferred commissions and one for salesmen’s 
current accounts. The subsidiary accounts can be combined in a 
single ledger having double accounts on the same page. 

Thus, as shown by form 6 (page 175), the left-hand set of 
accounts will record the status of the deferred commissions and 
the right-hand one will show the credit for matured commis- 
sions offset by the cash advances made to the salesman 
concerned. 

The credit for deferred commissions will be posted from the 
summary of sales (form 2) and the transfer from deferred to 
matured commissions will be posted from the cash-receipts book 
(form 5) as has already been explained. The record of cash 
advances will be posted from the cash-disbursement record which 
should be provided with a column for salesmen’s accounts, the 
total of which will provide the monthly debit to the controlling 
account. 

Attention has already been called to the control exercised over 
both deferred and matured commissions through the instalment 
ledger (form 4), where the deferred commission credits are re- 
corded at the time of sale and transfers to matured commission 
are authorized at the time collections are recorded. 

Both of the controlling accounts for salesmen should be verified 
by trial balance each month. 
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ACCOUNTING FOR UNREALIZED PROFITS 


There are two outstanding reasons for segregating unrealized 
from realized profits. The tax reason has probably received the 
most publicity. It would be a distinct hardship for companies 
that sell on the instalment basis to pay a tax on book profits that 
will not be realized in a tangible form for a long time, if ever, and 
might make it impossible in many cases for allotment companies 
to stay in business. Our income-tax laws have given partial 
recognition to this situation by providing that sales which are 
made under certain terms may be reported on an instalment basis 
with the result that the tax is assessed only on the part of the 
profit that is reflected in collections. As a result of this situation 
it is necessary to show the profit on which no tax has been paid 
under a separate caption as unrealized profits in the balance- 
sheet forming part of the income-tax return. 

Stockholders are apt to regard surplus in the balance-sheet as a 
measure of potential dividends. To use the profits that are 
impounded in instalment sales would in most cases plunge the 
company into financial difficulties. Therefore, to get a true 
statement of the condition of surplus it is essential that unrealized 
profit be stated separately. 

It is unfortunate that the tax laws recognize only a restricted 
part of the unrealized profit under this classification, but since it is 
not practicable to set up the accounts in accord with both 
the facts and the tax-law requirements at the same time, it 
is customary to use the income-tax definition as the basis of the 
accounts. 

In most organizations no benefit will be gained from a deter- 
mination of unrealized profit except at the end of a year, when it 
must be ascertained for income-tax purposes and for the prep- 
aration of annual reports to stockholders and directors. If 
required for the proper preparation of financial statements at 
more frequent intervals, the results can be obtained by the same 
procedure as that used in preparing the annual statements. It is 
practicable to exercise a perpetual control by making a calculation 
and a general-ledger entry for each sale and for each instalment 
collected, but only at the expense of considerable extra book- 
keeping detail. Such methods are not recommended except 
possibly for organizations which prepare complete, accurate 
statements every month. 
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It is necessary to prepare a monthly list of balances for the 
purpose of determining that the subsidiary ledgers are in control, 
and each account in the instalment ledgers should show what 
percentage of the selling price is profit. Whenever it is necessary 
to know the amount of unrealized profit, therefore, the list of 
instalment-account balances may be extended by showing the 
percentage of unrealized profit which can be entered opposite the 
item and afterward extended in money values. 

This amount can be reflected in the general ledger and in state- 
ments by means of a journal entry transferring the amount from 
profit and loss to an account with unrealized profit. This will 
call for a periodic entry to adjust the balance in this latter 
account. 


RECORDING SALES AND CANCELED SALES 


It sometimes happens that the purchaser is either unable or 
unwilling to complete an instalment-sale contract, with the result 
that the sale is canceled and the lot is replaced in the lot inventory. 
In ordinary circumstances the lot is replaced in inventory at the 
same value as that used for the cost of sales at the time of origi- 
nally recording the sale, although if improvement charges are 
being paid as part of the taxes it would be proper to add such 
instalments as had matured during the life of the instalment 
contract. This procedure would have the result of stating the lot 
cost just as if no sale had taken place. 

The handling and effect of these transactions may be grasped 
more easily if we assume a specific case and illustrate with entries 
in a summarized form. 


Nov. 1, 1927 Lot sold on land contract for................. $4,000.00 
RMN auc Canus we pceenecn ade as xad eas 1,000 .00 
CII 5 oko ed ids s Sees dS 600.00 
Down payment... .......-.... ec eeeeeeeeecee 1,000.00 
Commission matured and paid................ 500.00 

Dor. 36, SORT Be ls bas cc cdndidsn bea < cccvdivientin 150.00 

Jan. 31,1928 Taxes paid (including $200 assessment)........ 250.00 

Mar. 1, 1928 Sale and deferred commission canceled, and 

refund made to purchaser.................. 200.00 

Nev. 1, 1927 (Summary of sales): Dr. Cr. 

RN I 5s 5.5 bs ado ed oe Kea $4,000.00 

IIIS 6. cie:a a sic neds ciate haeorbicle ns eee 1,000.00 

so 5, 5 Nas x mcd asp eeel wnintacanls eaten 600.00 
I yo gv x chen Rei Aes ae ae $4,000.00 
RR eer ere ye 1,000 .00 
Deferred commission ................... 600 .00 
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Nov. 1, 1927 (Cash receipts): Dr. Cr. 
iT oe aR og koa wih sid beds $1,000.00 
ES ea ean 500.00 

ee ass kb ekmeae $1,000.00 
ns Sn car aie ¥ wid mandoniede 500 . 00 
Nov. 1, 1927 (Cash disbursements): 
ER ee 500.00 
ies din eh a widen sew doa 500 .00 
Dec. 31, 1927 (Journal): 
8 8 i oh a a oie wie eanawd 150.00 
To Interest income............... Peat 150.00 
Dec. 31, 1927 (Closing entry): 
a eae a gia ew ese he Xo wlaecAetaR a 4,000.00 
Interest income.............. Pi ee ere) rae 150.00 
‘we eee Oe ales... ......... Ro ye fee 1,000.00 
so an Sit wahyy.a anole. «Saw wei axdeibns 600 . 00 
Profit and loss.......... meciblc cpa 2,550.00 
Dec. 31, 1927 (Closing entry): 
UE NO. gk. xc ccicwccucccs a ee 2,550.00 
To Unrealized profit............ + a Seasons 2,362.50 
meres... . . 187.50 


Gross profit, 75%. Land-contract balance, $3,150.00 
Jan. 31, 1928 (Cash disbursements): 


eee ay 250.00 
_ i ee ear? i 250.00 
Mar. 1, 1928 (Cash disbursements): 
Land contract..... stag ee . 200 . 00 
le ee EP, aE eS Ae 200.00 
Mar. 1, 1928 (Journal): 
Canceled sales....... ae 4,000.00 
Inventory... .. ae eer. Se 1,200.00 
Deferred commissions......... — or 100.00 
ds ais cc twee adoiee aya tan 2,362.50 
To Land contract...... Meee yy? Perea 3,600 . 00 
Cost of canceled sales.................... 1,000.00 
I ea ase ia in wala a ink 3,062.50 


It will be seen that the effect of the 1928 transactions results in a 
profit of $62.50, which, added to $187.50 transferred to surplus in 
1927, results in a combined taxable profit of $250. This is ac- 
counted for in the balance-sheet by a net increase of $50 in cash 
and $200 in lot values. The repossessed lot is best recorded by 
being reinstated on the original ledger page with the result that 
the one page will then show the complete history of the lot. 
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Accountants’ Responsibility for Inventory 
Verification 


By C. O. WELLINGTON 


Now that the December 31, 1927, statements are well behind us 
and there is a breathing spell it may be worth while to consider 
again the responsibility the public accountant should take in veri- 
fying and certifying to inventories as part of a balance-sheet. 
There is a regrettable lack of uniformity among members of the 
accountancy profession in practice and preaching on this subject. 
On the one hand we have the belief that “‘ verification of physical 
inventories is not within the competence of auditors’’*; and on the 
other several statements by well-known accountants that indicate 
a desire to accept greater responsibilities for inventory verification. 

Indeed there is a maze of controversial statements on the sub- 
ject, owing largely to the fact that both proponents and opponents 
of inventory verification have talked in generalities, and the exact 
points of difference have seldom been clearly indicated. So in 
presenting my own views on the subject, I desire most of all to 
define the fundamentals so clearly that one can hardly fail to under- 
stand the real issues. 


RELATIVE IMPORTANCE OF INVENTORY ITEM 


At the outset we must recognize that the inventory, in the case 
of the average manufacturing or trading concern, is an item of 
major importance. Owing to variations in types of business, dif- 
ferent rates of turnover and fluctuations in general business condi- 
tions, the exact weight of the inventory item on balance-sheets is 
variable. An instance comes to mind of a tannery with an inven- 
tory of $750,000 out of total assets of $1,000,000. This is an ex- 
traordinary example and usually the inventory is of less compara- 
tive weight, but in most cases it represents 50 per cent. of the 
current assets. 

Moreover, no other single item in the balance-sheet lends itself 
more readily to misrepresentation, or is more affected by optimism 
or an unwillingness to face unpleasant facts—or, when the personal 
interests of the client are better served, by excessive conservatism. 
Then, too, no other item is more difficult to verify. The examina- 
tion of cash, notes receivable and accounts receivable and the veri- 


* From an address by George O. May before the Society of Certified Public Accountants of 
the State of New Jersey, quoted editorially in the April, 1927, issue of THE JoURNAL oF 
ACCOUNTANCY. 
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fication of notes and accounts payable are simple in comparison 
with the count and the valuation of raw materials, work in process 


and finished goods. 


ATTITUDE OF BANKERS AND BUSINESS MEN 


In view of the intrinsic importance of the inventory item, and 
the comparative difficulty of obtaining a satisfactory verification, 
bankers have naturally developed an interest in the relationship of 
auditors to inventories. Three decades ago banking was more on 
the basis of personal relationships, and few borrowers were re- 
quired to submit financial statements. With the growth of busi- 
ness concerns and banks and the development of credit analysis, 
however, bankers have come to realize the value of certified state- 
ments, but at the same time they have looked with an increasingly 
critical eye upon the treatment of inventories in such statements. 

Bankers are concerned with quantitative aspects of an inven- 
tory—whether it is excessive, normal or depleted—because of the 
effects upon cash, turnover, purchasing, etc. Likewise they are 
interested in qualitative aspects—whether stable, perishable or 
obsolete—because of the effects upon sales. Before bankers can 
reach any sound conclusions on either quantitative or qualitative 
points, however, they need the fundamental assurance of accuracy 
in count and valuation. Over the last few years there have been 
many cases of large concerns failing for huge sums, where the in- 
ventories as shown by the last public statements were grossly 
overstated. Is it any wonder that for assurance against such a 
possibility bankers should look to the auditor, a disinterested pro- 
fessional man who is on the ground? Is it any wonder that they 
should desire to know exactly what he did to verify the inventory; 
or, if he did nothing, why he passed over such an important item? 

This attitude on the part of bankers is not imaginary. Some 
time ago Walter H. Sachs said, in terms unmistakable to all who 
were willing to understand, that in the opinion of bankers auditors 
ought to assume responsibility for inventory verification. The 
matter now is even more alive than ever. In obtaining material 
for this article, I have talked with a number of bank credit men, 
and I have learned that some, because they know so little and can 
find out so little about the inventory in the average case, omit it 
from the current assets and lend on the basis of cash and receiv- 
ablesonly. And the recent report of the Robert Morris Associates 
committee on coéperation with public accountants closes with 
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these words: ‘‘It is our firm conviction that, as time goes on, ac- 
countants should be held to a greater rather than a lesser responsi- 
bility as concerns this very important item.”’ I believe these ex- 
pressions of opinion indicate accurately the attitude of the bankers 
and that public accountants must recognize the situation, whether 
they like it or not. 

Business men, too, although not interested in inventory tech- 
nicalities to the same extent as bankers, have become educated, 
through contacts with bankers and through their own observa- 
tions, to the importance of proper inventory verification (even if 
they may be reluctant to admit the necessity in their own cases). 
Looking at the matter from a common-sense point of view, they 
simply assume that an auditor ought to be able to verify invento- 
ries as well as any other balance-sheet item. With the value of 
auditing services pounded into their heads for years, is it any 
wonder that they do not recognize in connection with inventory 
verification any limitation upon the skill and ability of auditors? 

Inventory verification, therefore, is not merely an academic 
issue. Therelative importance of the inventory item, and the nat- 
ural attitude of bankers and business men toward it, raise practical 
questions which every conscientious auditor has to face, namely: 

1. Should the auditor assume responsibility for inventory veri- 

fication? 

2. If so, what procedure should he follow? 


OBJECTIONS FREQUENTLY URGED 


In reaching a decision on these points, auditors sometimes 
attach too much importance to objections based on out-of-date 
facts or illogical generalities. They do not strip away the super- 
ficialities and get down to the real issue in its present-day aspects. 

It is frequently urged, for instance, that according to British 
court decisions “‘it is no part of an auditor’s duty to take stock.” 
Auditors’ responsibilities are doubtless heavy, and they are natu- 
rally disinclined to enlarge their work unnecessarily. On the other 
hand, the profession has grown away from various restrictions of 
old British practice; during the last twenty years professional 
opinion has approved the assumption of responsibilities thereto- 
fore deemed utterly unreasonable. Legal decisions obviously lag 
considerably behind professional developments, and at present 
there is no reason to restrict an auditor’s responsibility except 
through his own standards. Indeed, the assumption of responsi- 
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bility by the present-day auditor is limited only by his profes- 
sional skill. 

Another objection—corollary to that above—expresses the old- 
school idea that the audito: should depend on the honesty of his 
client for a correct inventory and that if there seems to be any 
ground for suspicion he should refuse to handle the case. As a 
sound means of verification, however, reliance upon the client’s 
honesty is no more justifiable in the case of inventory than 
in the case of cash or accounts receivable. Passive withdrawal 
from an engagement is a poor substitute for an audit well 
performed. 

It is frequently contended that in very few cases does the audi- 
tor have the opportunity to verify quantities and that too often 
the size of the inventory and the limitations of time and expense 
imposed by the client prevent a satisfactory verification. Some- 
what similar in nature is the argument that the auditor can not 
serve two masters and that between the banker who desires inven- 
tory verification and the client who refuses it the auditor occupies 
a most unpleasant position. These are arguments of expediency, 
not touching the fundamental issue. If the auditor ought to 
assume responsibility for inventory verification, his inability to 
obtain the proper authority, through timely negotiations, is not a 
valid argument against trying in general; it is merely a case of fail- 
ure in particular, excusable or inexcusable according to circum- 
stances. 

Again, it is argued that the auditor is not competent to verify an 
inventory and that there have been few cases of inventory over- 
statement which would not have been disclosed by an ordinarily 
efficient audit. These are objections which are untenable because 
of their very generality. Before one is justified in expressing any 
conclusion as to the competency of auditors, he should get down 
to particulars and consider what a really satisfactory inventory 
verification requires, what is done in the ‘‘ordinarily efficient 
audit,” and what more, if anything, would have to be done to 
permit an assumption of full responsibility. 


VARIOUS POSSIBLE RELATIONSHIPS 


Let us examine the various relationships that may exist between 
an auditor and his client with regard to inventories and see what 
he may do by way of verification in comparison with what he 
ought to do. 
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In general, the situaticn may well be summarized as follows: 


Degree of 
auditor’s 
Circumstances responsibility Desirability 
1. Inventory determined by client and 
used without verification......... None Minimum 
2. Inventory taken and priced by client, 
but tested (after taking) by auditor Limited Medium 
3. Inventory taken or supervised by 
REED. + 40.0.cuns00ea0eeeperee Full Maximum 


NO VERIFICATION BY AUDITOR 


Cases where the auditor uses without any verification the inven- 
tory as determined by his client are sometimes the natural result 
of the special type of work undertaken. In the case of a proposed 
merger or consolidation, for instance, the major significance at- 
tributed to earning power sometimes leads to a mutual acceptance 
of inventories without any verification by the auditor. That such 
a practice is dangerous and should not be followed is clearly shown 
by cases where trouble has developed shortly after the auditors 
have prepared statements in connection with new financing, and 
disclosure of a substantial overvaluation of inventories has led to 
severe criticism of the auditors—whether they were wholly to 
blame or not. Most cases of absence of verification, however, are 
the direct result of a refusal of clients to permit such work, regard- 
less of the relative importance of the inventory item. 

Where the auditor is not permitted to take any steps to verify 
the inventory, his only recourse is to qualify his certificate so as to 
indicate unmistakably that his determination of the true financial 
condition is limited by acceptance of the inventory as determined 
by the client. The auditor has a duty to himself to put any re- 
viewer of the balance-sheet definitely on notice as to the incom- 
pleteness of his audit procedure. Cunversely, the reviewer of the 
balance-sheet has a right to know this fact. 


QUALIFIED CERTIFICATE THE LAST RESORT 


Where an inventory verification ought to be made—and such is 
true in most cases—the use of a qualified certificate should be 
viewed by the auditor as the last resort in lieu of something better. 
However extenuating may be the circumstances arising from the 
client's limitation, and however well fortified from the legal point 
of view the auditor may be with an inventory certificate signed by 
the client, the situation can hardly satisfy the conscience of the 
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progressive auditor or appeal to the common-sense of statement 
analysts. 

The impression upon the general public, too, is detrimental to 
the best interests of the auditor and his profession. If there is the 
least intimation that the auditor is looking upon a certificate from 
the client as anything more than a legal safeguard, the public is 
prone to jump to the conclusion that the auditor carefully and 
gladly avoided something about which he knew nothing, and other 
items on the balance-sheet become tinged with suspicion. More- 
over, when newspapers feature frauds discovered in unverified in- 
ventories, the public thinks nothing of qualified certificates, but it 
considers the mere signing of the auditor’s name to the statement 
as discreditable to him and to his profession. Unfair? Yes—but 
only the more reason why the auditor should deal with unverified 
inventories only with the greatest reluctance and after exhausting 
every possible means of converting his client to a better apprecia- 
tion of the highest professional standards. 


INVENTORY TESTS BY AUDITOR 


We come now to the second general type of circumstances— 
where the inventory is counted, priced, extended and footed by 
the client, but is later subjected to certain tests by the auditor. 
The exact character of these tests varies with individual auditors 
and individual cases, but merely as an illustration of the general 
scope, the following activities may be mentioned: 


1. Obtaining copy of completed inventory, and test checking to 
original count records, however crude, and to perpetual in- 
ventory records. 

2. Considering ownership of goods: 

(a) In warehouses 

(b) At other plants (e.g., dye-houses) 
(c) On consignment 

(d) Under pledge as security for loans 

3. Checking inventory cut-off: 

(a) Goods on hand—liability not on books 
(b) Goods not received—liability on books 
(c) Goods shipped—not billed 
(d) Goods not shipped—billed 

4. Verifying valuation at cost or market, whichever is lower: 

(a) Test checking raw-material prices against original and 
current invoices 

(b) Test checking costing of work in process and finished 
goods 

(c) Examining pricing of depreciated or obsolete stock 
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5. Test checking extensions and footings. 

6. Comparing total inventory with business done, through tests 
of gross profit, quantities received and delivered, rate of 
turnover and other similar tests. 

No hard and fast rule exists as to the extent of the test checks to 
be made. The value of the client’s internal checks, the extent and 
the accuracy of the cost system, the availability and the worth of 
collateral evidence—all have their bearing. In general, however, 
the theory is that the auditor shall perform sufficiently extensive 
tests to satisfy himself as to the substantial accuracy of the inven- 
tory and that, if more work along any one or more lines is de- 
manded by errors discovered, he shall pursue his verification, after 
explanation to the client, to the point where further errors will 
probably be relatively negligible. In other words, the responsi- 
bility of the auditor increases rather than diminishes with extra 
work required by circumstances. 

With his tests completed in a manner satisfactory to himself, 
the auditor is then prepared to assume a responsibility for the in- 
ventory limited only by his acceptance of the quantities as certi- 
fied to him by the client. 


WEAK POINTS IN ORDINARY PROCEDURE 


One practical defect in the application of this theory is that the 
auditor, unduly conscious of his limited responsibility, allows his 
tests to deteriorate in quantity and quality. There is too much of 
a tendency to look upon the work as the job of juniors, and to take 
the inventory sheets as prepared by the client, give prices of raw 
materials a few cursory glances, check the mathematics on items 
which run into money and let it go at that. This results in ignor- 
ing small items, which may be greatly overvalued or undervalued ; 
in not giving proper consideration to unsalable stock, and in largely 
disregarding the pricing of work in process and finished goods. 
Limited responsibility is too likely to result in slackness. 

The primary difficulty with ordinary inventory tests, however, 
is that the absence of a check on quantities leaves the question of 
understatement or overstatement wholly undecided. If a client 
lists 20,000 pounds of linotype metal instead of 2,000, either through 
accident or design, of what avail is verifying the price at 12 cents 
and extending the value? Or of what real use is it for the audi- 
tor’s assistants to correct errorsof $2,543.86 in extensions and foot- 
ings, when the total inventory may be $25,000 over or under, 
owing to the use of incorrect quantities? 
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It would be difficult for the officers of a company to organize a 
conspiracy throughout the plant, so that men could take an inven- 
tory incorrectly and alter plant records without detection. It 
would be easy, however, for the officers in collusion with a few 
office clerks to mark up inventory quantities so as to perpetrate 
fraud onalargescale. Inthe Hamilton Manufacturing Company 
case, stock in process was carried at $1,207,290, but an actual count 
later by auditors showed a correct inventory of only $234,542, in- 
ventory reports from mills having been raised at the general office. 
In a recent case an inventory valued at $2,400,000 was overstated 
$1,100,000, the auditors having merely accepted some neatly 
typewritten sheets and made some mathematical tests. They did 
not even reconcile the factory ledger and the general ledger, al- 
though these were much out of balance due to irregularities. 

But, it is asserted, these are only a few sporadic cases, and only 
the most dishonest executives would be guilty of such fraud. In 
the case of smaller companies, where deliberate falsification is 
more easily effected, frauds are not common, and grantors of 
credit might well seek protection in a distribution of risks and the 
law of averages. Sorry, sorry arguments! If inventory frauds 
are made possible by the absence of verification of quantities by 
auditors, the important question is not how much the frauds 
amount to, or how often they occur; not how grantors of credit can 
spread their losses—but how auditors can prevent such frauds. 

It is not wholly satisfactory to depend upon a verification of in- 
ventory quantities and price through checking the total inventory 
value by the gross-profit test. In an enterprise where the 
gross profit remains fairly constant, this test will suffice to show 
any abnormal change in the rate due to fluctuations in costs or sell- 
ing prices or to errors or fraud in stock-taking. In other words, 
the test merely points out a discrepancy; it does not automatically 
indicate the precise cause. By making a detailed investigation, 
varying in complexity with the nature of the business, the auditor 
may be able to satisfy himself as to the change in gross profit prop- 
erly attributable to new costs or selling prices, but too often the 
client presents what it insists is a reasonable explanation, and the 
auditor does not consider it expedient to carry his investigation 
further. In cases where there seems to be no cause contributing 
to a change in gross profit except inventory errors or fraud, the 
auditor can not well stop at this point. To reduce his general sus- 
picion to facts he must request a new physical inventory under 
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his supervision, and then work back, by adding quantities sold and 
deducting quantities purchased, to determine the proper inventory 
figure at closing. 

All in all, ordinary inventory tests produce an indefinite verifi- 
cation unless they are pursued to the point where the auditor 
supervises a post-closing inventory and works back to the closing 
figure. In such cases it would have been better for all concerned 
if the auditor had taken or supervised the closing inventory— 
easier and more effective for the auditor and less expensive to his 
client. It is said that the auditor’s position should be definite. 
A most sound premise—but the proper conclusion is definiteness 
in favor of direct quantity verification, rather than any round- 
about procedure or an unquestioning acceptance of quantities 
from the client. 

Bankers and business men in general feel that no matter how 
well the ‘‘ordinary tests’’ are performed there is a vital weakness 
in an inventory certification which does not cover quantities, and 
that the auditor should do everything in his power to measure up 
to his opportunities by verifying quantities also. Otherwise his 
certificate is only of medium worth. 


INVENTORY TAKEN OR SUPERVISED BY AUDITOR 


The third typical situation is where the auditor is directly re- 
sponsible for actually taking the inventory or intimately super- 
vising it. The occasionally expressed conviction that the auditor 
is not really competent to carry such work to a successful conclu- 
sion is due at least in part to the lack of a clear understanding as to 
what such work properly means. Substantially it means this: 


1. Pre-inventory 
(a) Arranging with client as to date, and shutdown of op- 
erations 
(b) Determining kind of tags and inventory sheets 
(c) Having tags properly numbered 
(d) Issuing instructions for their use and return, used or 
unused 
(e) Arranging for listing of tags on inventory sheets, for 
pricing and for extending 
(f) Arranging for suitable internal checks 
2. Inventory 
(a) Supervising inventory procedure, to see that it is func- 
tioning properly 
(b) Taking inventory tags after listing, and making test 
counts 
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(c) Test checking tags to duplicate set of inventory sheets, 
to be retained by the auditor 

(d) Giving special attention to goods in shipping and re- 
ceiving rooms 

(e) Inspecting inventory groups for unsalable stock 

3. Post-inventory 

(a) Comparing client’s official inventory sheets with au- 
ditor’s duplicate set to check additions, eliminations 
or alterations of quantities 

(b) Continuing with the test checks previously outlined 
for the ordinary audit 

From the foregoing outline it will be apparent that the auditor, 
in assuming full responsibility for inventory verification, departs 
from what has been called “ordinary” audit procedure only in 
that he participates directly in pre-inventory work and in the 
counting on the inventory date. Now why is he not competent 
to do this? 

NOT COMPETENT TO ARRANGE PROCEDURE! 

Whether or not the auditor needs to organize the entire proce- 
dure for inventory-taking depends, of course, on what the client 
already has available. Perhaps the auditor will find it necessary 
only to make certain improvements in practices formerly used by 
the client. But whether the pre-inventory work requires a com- 
plete system installation or merely the perfection of previous 
methods, the auditor ought to be competent to do the job. 

Admittedly auditors vary in their abilities to devise new or im- 
proved accounting methods. In other words, some are better 
qualified than others by training and experience to deal success- 
fully with problems of constructive accounting, as contrasted 
with analytical accounting. Whatever may be the gradations of 
skill required to handle various aspects of constructive account- 
ing, however, it can not be believed that any really qualified prac- 
titioners are incapable of making original installations of sound 
methods for inventory taking, or recommending necessary im- 
provements in methods formerly used by the client. 


NOT COMPETENT TO COUNT! 

And why should not the auditor be able to count inventory 
items? One might dismiss the question simply with the observa- 
tion that the auditor who is unable to identify articles by the 
descriptions on the inventory tags, as a preliminary move to 
making himself reasonably certain about the quantities on hand, 
is equally unable to be positive that the articles are properly 
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priced. The wording of invoices or trade-paper reports, and 
changes in goods during processing are all likely to involve varia- 
tions in descriptive terms, and it is no more difficult for the 
auditor to know what he is counting than it is to know what he is 
pricing. Denial of the ability to count, therefore, is a denial of 
the ability to price—that so very important phase of “‘ordinary”’ 
inventory verification. 

Nevertheless, accepting the statement that the auditor is not 
competent to count as a logical objection, let us translate it into 
what is really meant—namely, that the auditor, in counting, may 
be confronted with annoying difficulties. Barrels of oil may be 
full—of water; boxes of books may be full—of waste paper and 
waste type-metal. Grain, pig-iron, sand, coal, logs are not easy 
to measure or count, and what endless days would be required to 
determine the quantities of seeds in the case of a flower and 
vegetable seed dealer, or the number of minute screws and other 
parts in a watch factory! All true, but inconclusive. 

In the first place, no banker or any one else expects the auditor 
in most cases to compute the quantity of every item of inventory. 
Under extraordinary conditions he and his assistants may be 
called upon to take the entire inventory, without any help from 
the client’s organization, but as a rule his verification of quantities 
consists of making an adequate number of tests to satisfy himself 
as to the substantial accuracy of the client’s counting. It is no 
more necessary for the auditor to count every item than it is for 
him to check every footing and posting in the books of account. 
The complete verification of every transaction is not the goal of 
even a detailed audit, for the modern rule clearly prescribes only 
reasonable checks, sufficiently extensive in view of conditions 
disclosed to warrant faith in the general accuracy of the records. 
So, in the case of inventories, an exact count of a reasonable 
number and variety of items, coupled with a general inspection of 
the others, is all that is needed to satisfy the auditor in assuming 
responsibility for quantities. 

In the second place, in making his tests the auditor will natu- 
rally resort to all the protective, time-saving and labor-saving 
practices that are characteristic of professional skill. Test open- 
ings of barrels and boxes, and test drilling in raw-material piles, 
made by the client’s employees under the auditor’s supervision; 
applications of formulas for transforming cubical contents into 
weights; counting the number of items in a standard space—such 
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means are simply the expression of the auditor’s expected ability. 
Certainly the auditor would never count every sheet in a pile of 
25,000 flat-sheets of a book in process, when he could count one 
layer, or a basic quantity of say 500 sheets, and obtain a very 
close approximation of the total by inspection. Thus the work 
of the auditor in verifying quantities consists partly in actually 
counting, but, to a more important extent, in formulating and 
applying various standards of judgment to minimize the work 
without detracting from the reasonable effectiveness of the check. 

It should be remembered that records of the client may not be 
without value in verifying the inventory quantities. For exam- 
ple, wool, cotton, hides, etc., are commonly handled by rigid lot 
records, and it would be inexcusable for any auditor not to utilize 
these to supplement his counts in verifying what is on hand. 
Likewise, where the client uses continuous inventory records, 
tied in with cost and production records, the relationship of the 
quantities on these records to the test counts of the auditor ought 
to be an important factor in the determination of his final opinion 
as to the substantial accuracy of the physical inventory as a whole. 

Truly the auditor ought to be able to go beyond the limits of 
“‘ordinary”’ procedure, and not only formulate proper arrange- 
ments for taking the inventory, but also make a satisfactory 
verification of the quantities. He can then give an unqualified 
certificate, which is of maximum worth. 


QUESTION OF UNSALABLE STOCK 


One further point regarding competency, however, remains to 
be discussed. The ‘ordinarily efficient audit,’’ as commonly 
outlined, provides for a check against the excessive valuation of 
stock which is not readily salable because of depreciation or 
obsolescence; yet inability to perform such work satisfactorily is 
often advanced as an argument against assuming full responsibil- 
ity for inventory verification. As stated before, many “ordi- 
nary” audits are defective in their consideration of unsalable 
stock, without any corresponding qualification of the auditors’ 
certificates, and one is hardly justified in upholding the “ ordi- 
nary” audit as a completely satisfactory model and at the same 
time raising a defect therein as an argument against assuming 
full responsibility. 

As a matter of fact, although an auditor may encounter diffi- 
culties in judging unsalable stock at his first audit, they are not 
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insuperable, and they become less with repetitions of the work. 
Does it require any unusual perspicacity on the part of the auditor 
to decide that goods are not worth their cost in cases such as 
these: 

1. When a publishing house prints 50,000 copies of some sensa- 
tional war memoirs, and sells 20,000 copies within two 
months and practically none in the next six? 

2. When a worsted-goods mill has hundreds of pounds of fancy 
yarns, and has almost entirely turned from making mixed 
goods to plain goods? 

3. When a corset manufacturer has a stock of “‘steel-cages’’ 
mixed in with the elastic ‘“‘wrap-arounds’’ now in vogue? 

4. When a radio manufacturer still has some multiple-control, 
transformer amplified sets alongside his new single-dial, 
impedance-coupled models? 


It is not to be supposed that the auditor will have as intensive 
a knowledge of sales conditions as the sales manager of his client; 
but from his general business knowledge, from his acquaintance- 
ship with his client’s operations, market and turnover, and from 
information derivable from inactive stock accounts and low rates 
of turnover, he ought to be able to reach definite conclusions as to 
what goods need low valuations because of unsalability. In 
special cases, in order to determine the relative probability of the 
usual profitable conversion and sale, the auditor can age the in- 
ventory by classifying current and old materials, and also ascer- 
taining what old materials are being requisitioned for current 
orders. 


WHEN CLIENT DENIES ERROR 


It is frequently contended that when the auditor does assume 
full responsibility for the inventory, he may come into conflict 
with his client because the latter refuses to recognize a material 
error in valuation, especially in connection with unsalable stock. 
It is to be feared that such a question is too often decided upon the 
basis of expediency; but in theory there is no reason why the 
auditor should not insist upon using a valuation satisfactory to 
himself, setting up an inventory reserve in his report if necessary. 

Exactly the same situation may arise in the course of an “‘ordi- 
nary” audit. Suppose the client insists on a reserve for bad 
debts which is grossly inadequate in the opinion of the auditor. 
Would the auditor be justified in using the client’s valuation 
without comment, or even in qualifying his certificate to cover an 
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acceptance of accounts receivable as valued by the client? 
Where the auditor is reasonably positive that inflated values are 
used, it is his duty to show what in his opinion are the correct 
values. If expediency results in compromise, his professional 
standard has been lowered; his obligation has remained un- 
changed. 


COST NOT UNREASONABLE 


It may be useful to throw the light of experience upon the 
contention that the assumption of full responsibility for inventory 
verification would mean greatly increased fees to clients, out of all 
proportion to the benefits to be derived. It is often argued that 
between an enormously costly ‘‘complete”’ audit, unnecessary in 
most cases, and a cheap superficial audit, wasteful and dangerous, 
there is a golden mean where an audit wholly justifies its cost. 
But does it follow, as inevitably as night follows day, that in- 
ventory verification is automatically excluded from this golden 
mean? 

There certainly are degrees beyond which the auditor can not 
reasonably ask his client to spend money, and no sane auditor 
extends the scope of his audit procedure unduly. No sound 
reason exists, however, why the auditor should not urge his 
client to spend money on the matters that really count. An 
enormous amount of time is devoted by auditors to what Kipling 
calls ‘footing and carrying one,’’ when what is really wanted is 
a reliable answer to the question: what are the values there? 
Auditing practice as a whole spends too much time on checking 
postings and running down 23-cent errors in bank balances, while 
considering that an inventory within 15 per cent. or 20 per cent. 
is close enough. The vital point, therefore, is not how much 
inventory verification :,ould increase the cost of audits, but how 
auditors are going to meet fully the responsibility of so organizing 
and conducting their work as to make it count for the most to 
their clients. 

As to the intimation that only benefits of slight if any value 
result to the client from inventory verification, the answer is self- 
evident: if verification confers no benefits in the case of an item 
which usually represents 50 per cent. of the current assets and 
has involved the grossest frauds and the worst displays of un- 
founded optimism, then are any worthwhile benefits to be derived 
from verification of other items? Then what price auditing? 
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The fact is that the auditor can make inventory verification an 
integral part of his programme without undue cost to the client. 
We know from experience that we can assume full responsibility 
for from 30 per cent. to 50 per cent. of the audit fee—the exact 
amount in any case depending, as it should, upon the relative im- 
portance of the inventory among the items to be verified. Fees 
certainly do not have to be ‘‘multiplied,”” as some accountants 
have claimed would be the case. 

Upon this basis we have emphasized to clients the importance 
of our assuming full responsibility for inventory verification, and 
we have met with a gratifying response. Some clients, it is true, 
look with a cold eye upon the proposition, but what professional 
man has not encountered individuals who are slow to become 
educated to the value of professional services? If the refusal of a 
client to buy a particular form of service were to constitute a 
sound criterion for judging that service to be generally excessive 
in cost and useless in results, it would be thumbs-down for every 
professional activity on earth. The clients who do buy the 
service and continue to buy it are the real test. 


GROWING WILLINGNESS TO TAKE RESPONSIBILITY 


A few decades ago auditors were told emphatically not to touch 
inventories, but a feeling has developed that this constitutes a lax 
point in auditing practice. I believe that were a thorough cani- 
vass to be made among auditors of high standing in the profession, 
a surprisingly large number would be in favor of exercising full 
responsibility for inventory verification—not merely accepting it, 
but demanding it. They are not insurers, but they do feel 
competent to express reliable opinions. 

It is much to be suspected that bankers who wish auditors to 
verify inventories do not always direct their emphasis at the right 
parties. In other words, it is barely possible that a banker may 
feel constrained to bow to the dictates of expediency in dealing 
with a certain borrower, and then be inclined to blame the auditor 
if the latter is unable to sell the idea of inventory verification. 
This much certainly is true—that any banker who seriously 
wants an inventory verification, and will strongly support the 
idea, can find more than one auditor who is qualified by training 
and experience to perform this work satisfactorily and, far 
from shirking the task, will welcome it. 
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Goodwill— Definition and Elements in Law 
By L. L. BricGs 


With the phenomenal growth of modern business, goodwill has 
become a subject of increasing importance. At the present 
time this intangible asset is recognized as legal property of vast 
extent and of a considerable degree of complication. The legal 
aspect of goodwill is vital to members of the accountancy profes- 
sion because the court decisions involving the numerous phases of 
the asset are used as precedents for subsequent cases with similar 
circumstances. Since these precedents are followed by the judges 
in their rulings, it is essential that the accountant be familiar with 
the decisions rendered in the leading cases. In order to appreciate 
these decisions fully, one should have an understanding of the 
development of the goodwill concept. 

The term goodwill has been in use for centuries. In 1571, an 
Englishman wrote the following sentence in making his will: ‘‘I 
gyve to John Stephens . . . my whole interest and good will of 
my quarrel.’’ This and similar statements found in other records 
show that the word was employed in England in various kinds of 
documents as early as the sixteenth century. 

The earliest legal implication of goodwill is found in an English 
court decision dated 1620. This case involved a consideration 
paid by the purchaser of the wares of an old shop for the agree- 
ment of the vendor not to keep shop in the same vicinity. The 
vendor failed to keep his agreement and the purchaser sued him 
for damages. The claim of the proprietor against the vendor was 
upheld by the court. Although the term was not used in the text 
of the decision, it is evident that the vendor sold his goodwill with 
the business when he agreed to refrain from keeping shop in that 
particular neighborhood. When the contract was made, both 
parties, evidently, intended that the buyer should benefit by the 
situation of the business and by the friendly attitude and patron- 
age of the vendor’s customers. These are some of the essential 
elements of goodwill. 

While the word goodwill has been used in documents for several 
centuries and the concept was implied in an early court decision, 
the law of goodwill is of comparatively recent development. The 
Burn Dictionary of Law which was published in 1792 does not 
mention the subject. From this fact it may be inferred that 
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before the 19th century the term was not employed to any great 
extent by the legal profession. 

The law of goodwill developed earlier in England than in the 
United States. The American people adopted the English common 
law as it was in 1776 and modified it to suit conditions in this 
country. The decisions of the English courts subsequent to that 
date have no binding force upon our citizens. Surrogate Fowler 
expressed his opinion of the matter in these words: ‘‘ Goodwill is 
one of the matters which our post-revolutionary courts are free to 
develop for themselves without reference to the authority of the 
older common-law courts. In the department of law, the late 
British adjudications have no force.’ Even though the English 
decisions have no controlling power over the American people, the 
fact remains that our judges have quoted English common-law 
decisions on goodwill from the time of the first American cases 
involving that form of property to the present. The common 
laws of the two countries in regard to this subject are in substan- 
tial agreement. There are a few minor points in which differ- 
ences appear, but, generally speaking, there is no distinct cleavage 
between the two. 

After 1800, when the extensive industrial progress of England 
had resulted in an enormous increase of free capital, the business 
units began to increase in size. The factor of goodwill became an 
element that could no longer be ignored and it soon became a sub- 
ject of litigation. Lord Eldon handed down his much quoted 
decision of Cruttwell v. Lye (17 Ves. 335) in 1810, and from that 
time to the present English court decisions involving the numer- 
ous phases of this intangible form of property have been rendered 
by leading jurists of that country. 

Analogous industrial changes did not occur in the United States 
until nearly half a century later, so American decisions affecting 
goodwill do not date further back than 1859 when that of Bucking- 
ham v. Waters (14 Cal. 146) was rendered. The number of deci- 
sions concerning this form of property slowly began to increase in 
England after 1850 and in the United States after 1875, but most 
of the English decisions have been rendered subsequent to 1875 
and most of the American cases were decided after 1900. 

A period of business consolidations in the United States started 
in the latter half of the 19th century. In order to facilitate the 
formation of large business combinations it was of great impor- 
tance to recognize the variations between the proportionate 
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earnings of the various constituent concerns and the earn- 
ings of the tangible assets contributed to the consolidations. 
Consequently, it became necessary to establish a value for the 
goodwill. When this value was determined it usually appeared 
on the balance-sheet of the consolidation. In some cases it was 
merged with the values of the other fixed assets but generally it 
was given a separate caption on the financial statement. 

The legal concept of goodwill has been constantly expanding to 
enable the courts to keep up with the ever increasing complexities 
of modern business. Although the law was slow to recognize the 
evistence of goodwill as a form of property it has been quite free in 
making the concept more inclusive. The liberality of the judges 
may be due in part to the fact that a broad concept has proved 
salutary in effecting just results to the parties concerned in good- 
will litigation. Justice Grace says, ‘‘The law, as other big insti- 
tutions of modern society, is advancing. It has broadened in its 
conception of human rights, including property rights. . 
Goodwill, by reason of the great progress of society, is considered 
to be a property right in a good many instances, and under a great 
many conditions in which it was formerly held not to apply.” 

Jurists do not always agree in their ideas of goodwill. Most of 
the judges have treated it as an internal economy, originating in or 
adhering to the factors of production. Others have looked upon 
it as an external economy in the field of consumption. In many 
instances the courts seem to have confused the primary causes of 
goodwill, such as efficiency and better products which attract 
patronage, with the goodwill itself. Accountants and business 
men have closely followed the theories of the courts, but taken as 
a whole they have so combined the views of judges and econo- 
mists that the concept is growing more complicated. 

Although the term goodwill is constantly used by the business 
man, the accountant and the attorney, its meaning is not always 
clear and its real nature is often misunderstood. The courts of 
England and the United States have made many decisions in 
which a definition of goodwill has been involved, and the leading 
jurists of these countries have admitted that its meaning is not 
easy to state. Chief Justice Fuller of the supreme court of the 
United States, in speaking of goodwill, made this statement: 
“There is difficulty in deciding exactly what is included in the 
term.’ In an English decision, Jessel, master of the rolls, said: 
“.. . but practically, it is difficult to understand what is meant 
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by goodwill.”” Chelmsford, lord chancellor of England, admitted 
that “It is difficult to give any intelligible meaning to the term 
goodwill.’’ Lindley, the author of a standard work on partner- 
ship, went so far as to say, ‘‘The term goodwill can hardly be said 
to have any precise signification.” 

Since the meaning of the term is so elusive and seemingly so 
difficult for acute legal minds to grasp, the formulation of a suit- 
able definition has been a long-drawn-out and laborious task. Sir 
John Romilly, master of the rolls, made the following statement 
in a decision : “‘ Thereisconsiderable difficulty in defining accurately 
what is included in the term goodwill.”” Justice Cobb has ad- 
mitted that ‘‘ Judges have found no little difficulty in framing a 
definition.”’ Justice Wilkes said, ‘‘It is difficult to define what 
goodwill is.” When one considers that the concept of this in- 
tangible asset has been rapidly broadening during the last century 
it is easy to see why the making of an adequate definition for it has 
been almost an impossibility. 

Many attempts to define goodwill have been made by jurists 
and these efforts have varied greatly in wording and meaning. 
The word, like many other trade terms, may have different mean- 
ings dependent upon circumstances in which it is used and the 
purpose for which it is intended. Sir John Romilly has said: ‘It 
varies in almost every case.’’ Lord MacNaghten made the state- 
ment that ‘‘What goodwill means must depend on the character 
and nature of the business to which it is attached.”” Because the 
word has been used in so many different senses, a prominent 
writer in the field of business finance has maintained that ‘‘It is 
almost . . . incapable of definition.”” Nevertheless, economists, 
accountants and jurists have attempted to define this term and the 
definitions made by the leading judges of England and America 
will be considered in some detail. 

The earliest English legal definition of goodwill is found in the 
decision of Cruttwell v. Lye (17 Ves. 335) which was rendered by 
Lord Chancellor Eldon in 1810. The importance of this case 
justifies a brief outline of the facts. A man having a wagon trade 
from Bristol and Bath to London became bankrupt and his busi- 
ness with the goodwill was sold. His friends purchased another 
carrying business for him. The new route started in Bristol and 
Bath but terminated in Warminster and Salisbury. As soon as 
the bankrupt was released from the debts of his former business 
he started the second one and tried to regain his former customers. 
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The buyer sued him in the chancery courts and it became the duty 
of the chancellor, Lord Eldon, to state the meaning of goodwill. 
This able jurist defined the term in these words: ‘‘The goodwill 
. is nothing more than the probability that old customers will 
resort to the old place.”” This is the first definition of goodwill in 
the common-law reports and it is one that has been quoted in 
decisions by English and by American judges ever since goodwill 
has been a subject of litigation. It makes goodwill local and an 
incident of the place where the business has been carried on, not 
of the persons by whom the concern was conducted. However, 
it was not taken so literally as to mean that the customers must 
actually come to the old place, but simply that they will continue 
their patronage. In that particular place and at that time, the 
definition probably was adequate. In fact, Parsons says that it 
‘‘. . . is an exact statement of the legal meaning of goodwill.”’ 
The modern business man is aware that the habit of people to 
purchase from a certain dealer, which is the foundation for any 
expectation that purchases will continue, may depend upon many 
things besides place. The doctrine of stare decisis compelled 
many judges to attempt to apply Lord Eldon’s definition to cases 
in which the conditions were entirely different from those of 
Cruttwell v. Lye, with the result that this statement of the meaning 
of the term was found wanting. In the days of this great judge, 
transportation facilities, as we know them, were undeveloped and 
trade was more dependent on place than at present. Conse- 
quently, goodwill was supposed to be built up about a certain 
locality. After the steamship was perfected and railroads 
became common, this narrow conception of place as the source 
of goodwill became inadequate to meet the needs of business. 
However, Lord Eldon’s definition served as a standard for the 
English courts until 1859 when Vice-chancellor Sir W. Page 
Wood, after giving a rather liberal interpretation of it, said, 
‘Goodwill, I apprehend, must mean every advantage, every posi- 
tive advantage, if I may so express it, that has been acquired by 
the old firm in carrying on its business, whether connected with 
the premises with which the business was previously carried on, or 
with the name of the late firm, or with any other matter carrying 
with it the benefit of the late business.”” Vice-chancellor Wood’s 
statement expands the goodwill concept so that it includes all that 
good disposition customers feel toward the house of business 
using a particular name, which persuades them to continue 
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to patronize it. As far as English common law is concerned 
it is doubtful that this definition has been improved upon 
in comprehensiveness. According to Lord MacNaghten, good- 
will is “. . . the benefit and advantage of the good name, 
reputation, and connections of a business. It is the one thing 
which distinguishes an old-established business from a business at 
its first start.’’ This statement is open to criticism on the 
grounds that there are attracting forces other than goodwill which 
bring in customers and there are things other than goodwill which 
differentiate an old-established business from a new one. Lord 
Lindley, in the same case, gave a definition which is slightly more 
definite than those already discussed. This able English jurist 
said, ‘‘I understand the word to include whatever adds value to 
the business by reason of situation, name, reputation, connection, 
introduction to old customers, and the agreed absence of competi- 
tion, or any of these things.’’ Lord Lindley mentions at least two 
factors that have been ignored in other definitions, namely, 
introduction to old customers and absence of competition. 

Many definitions of goodwill have been formulated by 
American judges and stated in their decisions and writings. The 
definition which is considered most comprehensive and has 
been quoted with approval in numerous decisions is that given by 
Judge Story in his work on partnership. According to Judge 
Story, ‘Goodwill of a trade or business may be defined as the 
advantage or benefit which arises from the establishment of a 
particular trade or occupation. The advantage or benefit which 
is acquired by an establishment beyond the mere value of the 
capital, stock, funds, or property employed therein, in conse- 
quence of the general public patronage and the encouragement 
which it receives from constant or habitual customers, on account 
of its local position, or common celebrity, or reputation for skill or 
affluence or punctuality, or from other accidental circumstances or 
necessities, or even from ancient partialities or prejudices.””’ The 
statement of Judge Story is more explicit than the English defini- 
tions because more of the numerous things that go to create good- 
will are mentioned. It has the merit of being fairly specific and 
is comprehensive enough to cover almost every conceivable case. 
However, it has been severely criticized. Professor Foreman has 
discussed it in these words: ‘‘ Yet broad as this definition is, it is 
largely a hasty collection of ideas, without proper citations from 
legal opinions. It does not cover the subject of goodwill so as to 
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give us a clear idea of its exact nature and contents.’’ Bates was 
less definite but more comprehensive when he said: ‘‘ Goodwill is 
every possible advantage acquired by a firm in carrying on its 
business, whether connected with the person or name or other 
matter."’ There are many other American definitions of goodwill 
which might be considered but these may be summarized by the 
statement that most of them emphasize the probability of old 
customers returning to the old piace of business, the chance of 
being able to retain the business that has been established, and the 
fact that extra profits are gained from these advantages. 

The constituent elements of goodwill are many and these ele- 
ments vary with the particular business with which the asset is 
associated. It is impracticable to discuss them all, so most atten- 
tion will be given to those which have been points of litigation in 
court cases. Place and firm name have been most often men- 
tioned in the decisions, so these elements will be considered in 
detail. 

From the historical viewpoint, place was the first element of 
goodwill to be recognized by the law. It was the only one recog- 
nized, as far as the English courts were concerned, until 1859. 
All the early definitions of goodwill which were made by various 
jurists contain some reference to the advantages accruing to the 
vendee from the situation of the old business. 

In a case involving a hotel it was decided that the goodwill was 
attached to the place. The courts have held that the value of the 
lease of a mercantile firm was enhanced by goodwill. Justice 
Sieback, in speaking of this intangible asset, said: ‘‘It exists at the 
place where the business is carried on.”” In Indiana, the courts 
have held that goodwill is an incident of locality or place of store- 
room or place of business. A Louisiana court ruled that the good- 
will of a stall in a public market attached chiefly to the place. 
Where goodwill is attached to a locality, it will pass by a con- 
veyance of the place of business. 

While goodwill is generally local, it is not always so. If it were 
it would exist after the business had ceased. This would be an 
absurdity. District Judge Holt, in discussing this point, said: 
“*. . . that does not mean that in all cases there can not be any 
goodwill left if the place of business is changed.’’ There are 
decisions to the effect that the practice of a dentist, a mail-order 
house and a laundry have goodwill that is not dependent upon 
place. 
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It is a fact of common observation that locality has little effect 
upon the practice of a dentist. Almost any reasonable place 
suffices. Few dentists have their offices on the ground floor in the 
busiest section of the city. The situation of a mail-order house in 
a particular city rarely has any influence on the amount of busi- 
ness which it transacts. Most of these concerns are in the out- 
lying districts where rents are low. The out-of-the-way situation 
is no handicap because the orders come through the mail and 
consequently the customer is not required to seek out the place of 
business. If a laundry collects and delivers, it would seem that 
the site of its buildings would have but little effect upon the 
amount of business done and, through this, upon goodwill. The 
cash-and-carry laundry would consider situation to be an essen- 
tial element in its goodwill. 

Firm name ranks next in importance among the several ele- 
ments of goodwill. The absence of sanctioning precedent caused 
the courts carefully to avoid recognition of this as an element 
before 1859. Judge Story, in his Commentaries on the Law of 
Partnership, did not include it in his definition of this asset. As 
trade grew and expanded it became necessary to recognize 
that a firm name might be so used as to become impersonal to 
those conducting the business, and indicate the article dealt in. 
In such a case it was desirable that the name be considered a part 
of the goodwill of the business concerned. It finally became 
necessary for the courts to decide the point. Vice-chancellor 
Wood rendered a decision in 1859 in which he said: ‘‘The firm 
name is a very important part of the goodwill of the business car- 
ried on by the firm.”” The precedent being set, the courts since 
1859 have felt free to include the firm name as an element in good- 
will. However, there is an American decision of a date as late as 
1880 in which the court refused to allow the buyer of a business to 
use the firm name of the seller. On the other hand, the firm name 
is not necessarily a part of goodwill merely because it is an es- 
tablished firm name, and it can not be so regarded if the business 
depends upon the personal attributes of the owner. 

The fact that a vendee buys a business and its goodwill does not 
give him the right to use the name of the vendor. According to 
North Dakota Compiled Laws of 1913, section 5466: ‘‘The good- 
will. . . does not include the right to use the name of any person 
from whom it was obtained.”” Vice-chancellor Hall, in an Eng- 
lish decision, said: ‘‘It seems to me that the question whether 
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goodwill does ordinarily include the right to use the name of a 
living person should receive a general answer, viz., that it does 
not.” 

It has been ruled that the name under which a business has been 
established and carried on can not be the sole constituent of the 
goodwill of that business. However, in a case involving a St. 
Louis newspaper, Chief Justice Fuller of the United States su- 
preme court held that the goodwill wholly attached to its name 
rather than to the place of publication. 

Personal qualities which attract patronage, may in many cases, 
be a very important element of goodwill. The courts have 
recognized honesty, politeness, promptness and other personal 
characteristics which tend to draw customers to the business 
which is so fortunate as to have a management and employees 
possessing them. Often they overbalance all other elements of 
goodwill. The business which is carried on by people having 
these attractive personal qualities often succeeds and develops a 
valuable goodwill even though it may have a poor situation and 
other disadvantages. 

The patronage which may be attracted by favorable personal 
qualities may be casual or regular. According to Surrogate 
Ketcham, ‘‘Whether its customers dealt for cash or not, whether 
they were constant or not, furnishes no criterion for a finding as to 
whether a business has goodwill. An established and respected 
trade which appeals to casual customers, is at least as much the 
subject of goodwill as one which caters to a fixed and faithful 
number of patrons. The qualities which successfully serve a 
fluctuating class of customers coincide peculiarly with the ele- 
ments upon which, according to the authorities, goodwill grows 
into an asset of calculable value.” 

All other things being equal, the concern which has been in 
existence over a long period of time is more likely to have a valu- 
able goodwill than the business which is trying to get started or 
the one which has existed only afew years. The reason for this is 
that the effects of favorable and unfavorable characteristics tend 
to become cumulative. The young business, even though it may 
have many elements which result in goodwill, has not had the 
time for them to reflect themselves in the profits to such an extent 
that excess profits, which are the criterion of goodwill, result. 
Factors which destroy goodwill tend to eliminate the business. 
The older business generally is the one which has the qualities 
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fitting it to survive and these same qualities are those that 
develop goodwill. 

In one case on record the licence of a saloon was considered an 
element of goodwill. However, licences, patents and franchises 
are not usually considered to be elements of this kind of property. 
They are intangible assets but they differ from goodwill in that 
they are subject to depreciation. 

Partialities and prejudices against a concern may be an element 
in the goodwill of a competing organization. If a man does not 
like the religion or political affiliation of Trader A he is quite cer- 
tain, other things being equal, to give his business to Trader B if 
the latter belongs to his church and political party. Thus, 
prejudice against A served to increase the profits of B with a 
resulting increase in any goodwill that B may have. 

One judge maintained that goodwill was embodied in a label on 
awrapper. This decision is very unusual and has not been cited 
in subsequent cases. A land agent’s book containing the names 
and addresses of prospects was held to be the sole element of 
goodwill in that particular land business. Perhaps the broadest 
statement of the elements of goodwill is that they include all that 
goes with a business in excess of mere capital and physical labor. 
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EDITORIAL 


Several correspondents have drawn 
attention to what was described in the 
daily papers as a speech, delivered by 
G. A. Van Smith, chairman of the economic council of the Cali- 
fornia Bankers Association and vice-president of the Anglo and 
London Paris National Bank, San Francisco. We have received 
a copy of the Bulletin of the California Bankers Association 
dated June, 1928, from which it appears that this speech was 
really in the nature of a report. The Bulletin from which we 
quote is doubtless the official publication of the California Bankers 
Association and what it contains may be regarded as authentic. 
In introducing the speaker the president said: 


The Accountant Is 
Discovered 


“Our very efficient economic council has prepared a report in the form 
of a discussion on just what does the bank actually get from certificates 
of certified public accountants. George A. Van Smith will deliver this 
talk which, I understand, is illustrated. Are you ready, George?” 

Then follows a headline which reads, “‘Report of Economic 
Council Demands Standardization of Auditors’ Certificates.” 
The introduction and the heading give to the statements of the 
speaker a greater importance than we had at first been inclined 
to accord them. Some of the daily papers, particularly that 
kind of paper to which sensationalism is the breath of life, seized 
avidly the remarks of the orator, and we find such headings as, 
“Accounting methods flayed,’’ “Bunco audits,’ ‘Public ac- 
countancy attacked,’’ “Auditing statements not always reliable 
guides,”’ ‘“‘ Accountants under fire,”’ ‘San Francisco banker warns 
against certification.”” Now that the official copy of the speech 
or report, or whatever it was, is before us it must be admitted at 
once that some of the newspapers distorted the speech with that 
charming disregard of accuracy which characterizes the yellow 
press. To be brutally frank, when we had read the newspaper 
reports the incident did not seem to call for consideration. The 
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name of the speaker was quite unknown to us. If he is a national 
figure in any sense we had overlooked it, and long experience has 
taught most of us that it is not necessary to pay much attention 
to all that is said from every rostrum. Many an orator over- 
states for sake of effect. He likes to see his audience wriggle 
with laughter or vexation. The speech which we are now con- 
sidering seemed like only one more of that great number which 
may be read and forgotten, or simply forgotten. However, the 
matter attracted the attention of a good many accountants in 
California, and, when it was demonstrated that this speech had 
somewhat the appearance of a report to an important body of 
bankers, it was lifted above the question of personality, and it 
demands attention. 


The feeling of amusement with which 
the speech was first read may yet remain, 
but coupled with that there is a feeling 
of regret that one who was addressing a meeting of bankers in an 
official way should speak without giving evidence of full knowl- 
edge. At the outset let us admit that much of what is contained 
in this report is true. For example, the speaker expressed the 
opinion that it was a fallacy to depend wholly upon a ratio of two 
to one between current assets and current liabilities as a basis of 
credit rating. This may have been an epochal disclosure to the 
bankers who were at Pasadena, but we doubt it. It is quite a 
common belief among modern bankers that the two-to-one-ratio 
theory is far from satisfactory. In this case the speaker dis- 
covered a moon in the sky. Accountants and everyone else will 
agree that itis a moon. The mark against which the report was 
chiefly aimed was not the fallibility of any theory of ratio. The 
beast in the jungle was the certified statement of the accountant, 
and throughout the speech or report, even when ratios are the 
subject, we catch glimpses of the pursuit of the accountant. For 
example, near the beginning we find this: 


The Value of 
Ratios 


“This report is in no sense designed as academic instruction in credit 
ethics, practices or deductive methods of solving credit problems by 
arithmetical formule. It is designed to show, by concrete exposition, 
the frailty of one and the vice of another tenet of credit diagnosis, the 
development of which in fifteen years has been not unlike the growth of 
the Arab’s camel.” 


It is not quite clear whether frailty or vice is the attribute of the 
certified statement, and we pass over the somewhat mixed 
rhetoric without comment. But if we may be permitted to 
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select, let us claim vice for ourselves and say that it applies to the 
certified statement. In the midst of the discussion of ratios we 
find: 

“The certification of a public accountant may be of exceeding value or 
it may be a snare and a delusion—a smoke screen behind which are hidden 
from the banker facts which, if disclosed, would radically modify or 
terminate his relations with the borrower. The certificate of a licensed 
accountant is generally as good as it purports to be—and no better. 
That does not always follow. Frequently it is not nearly so good as it 
would appear to be.”’ 

This sentence perhaps has some occult meaning, but we can not 
tell. Suppose for the sake of argument we regard it simply as a 
flourish of the clairvoyant’s hands—for effect upon audience. 
On the principle of ‘tu quoque’”’ let us say that the statement of 
a banker may be of exceeding value or it may be a snare and a 
delusion—a smoke screen behind which are hidden from the 
public facts which, if disclosed, would radically modify or ter- 
minate its relations with the borrowing company. One likes par- 
ticularly the statement in this paragraph to the effect that the 
certificate is as good as it purports to be. We had feared from 
the context that it was far, far worse. 


Remembering its text the report now 
reverts to the question of ratios, after 
which we find that the chase is taken 
up with renewed ardor. ‘‘So much for the ratios. Now let us 
examine a few ‘audited statements’ and auditors’ certificates.” 
The report then gives several examples of what are described as 
good and bad certificates. Every accountant would probably 
agree with the classification of those described as bad, but there 
would be a difference of opinion with regard to those described 
as good. It is the old question of qualifications in certificates, 
and the speaker showed very clearly that he was not one who 
would be misled by the specious words of any accountant. He 
evidently knew how to treat an auditor and no one could pull 
the wool over his eyes. 


The Meaning of 
Qualifications 


Now, quoting again from the report as 
printed in the Bulletin of the California 
Bankers Association we find: 


“ And there is the danger sign every banker should see and heed. When 
you bankers of California accept a statement submitted or signed by an 
auditor, what responsibility, if any, still attaches to your borrower under 
your statement statute? Can he exculpate himself behind the auditor 
and the auditor, in turn, with confident assurance, call your attention to 
the text of his certificate? 


Many Bankers Can 
Read 
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“We said at the beginning that the certificate of a licensed accountant 
is generally as good as it purports to be—and no better. If our exhibits 
have failed to convince you on that score certainly they must have sug- 
gested that it were the better part of credit discretion to postpees analysis 
of the certified statement itself until after an analysis of the certificate— 
an analysis designed to disclose whether the instrument in hand is sub- 
mitted as a balance-sheet, a consolidation of figures from books of account, 
a recording of hearsay or, in fact, a statement of the results of actual 
audit and comprehending a disclosure of operations for the period. 

“Tf it be any of the former it is, at best, of small worth and properly 
the object of real concern. If it be the latter it is of the highest value and 
representative of a service bankers may well encourage and foster.” 

Precisely—accountants have been preaching for years the neces- 
sity for intelligent reading of a certificate. If the certificate 
disclaims all responsibility and merely reports a transference of 
figures from books to a balance-sheet, and if the banker regards 
such a thing as having value, we suggest a course in the meaning 
of words. The ideal certificate is the unqualified certificate, but 
we have not yet reached that point of perfection at which the ideal 
is always the possible. Many business men engage pseudo- 
accountants to make what someone described as flapdoodle 
balance-sheets, and some bankers have been foolish enough to 
mistake flapdoodle for endorsement. But why blame the true 


accountant because the banker is sometimes blind? 


Behold the Banker But let us return to the text of the 
Sleeping report: 

“There are many auditors who want to render that kind of service— 
some who will not render any other kind for submission to banks for credit 
purposes. The arguments upon which the auditor’s report idea has been 
sold to the American banker are, in their essence, neither original nor 
complimentary. They are appeals to cowardice and laziness. They 
promise protection without price and without effort. The potency of those 
appeals finds proof in the fact that for a decade there has been an ever-in- 
creasing number of bankers voicing the virtues of the audited report and 
sleepily relying upon almost anything that bore the hypnotic symbols 
‘chartered public accountant’.”’ 

Chartered public accountant—Oh, Mr. Van Smith! Or should 
we say, Oh, gentlemen of the economic council! Why not engage 
a certified public accountant, which is more American? Or is it 
possible that you don’t know that there is no official class of 
chartered public accountants in this country? If ‘‘the auditor’s 
report idea has been sold to the American banker because he is 
cowardly and lazy”’ let us consider for a moment some of those 
bankers whose cowardice and laziness have helped to make 
possible the use of certified statements. The letters from which 


we now quote were written in the year 1913 and published in a 
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book entitled, The Influence of Accountants’ Certificates on Com- 
mercial Credit by the American Association of Public Accountants, 
predecessor of the American Institute of Accountants. In 
addition to those from which we shall quote there were many 
others, but it occurs to us that perhaps the speaker who is before 
us may recognize some fairly well known names among those 
about to be mentioned. Some of the writers have since gone over 
into the Better Country, but their words remain and their work 
endures. These letters were written, be it remembered, when 
accountancy was far from being what it is today. Much has 
happened in fifteen years and the endorsements of 1913 would 
certainly be far more emphatic in 1928. David R. Forgan, then 
president of the National City Bank of Chicago, wrote: 


“When we consider that more than half of the loans made by commercial 
banks are based on the statements of the borrowers, and that the competi- 
tion between banks themselves, and between banks and commercial paper 
brokers, is, in ordinary times, very keen, I should think it would be diffi- 
cult to find a banker who does not approve of the efforts your association 
is making to have all borrowers’ statements certified by public accountants. 
This is one of those happy cases which combines with the furtherance of 
your own interests as accountants the purifying and strengthening of the 
entire system of credits through which nearly all modern business is 
transacted. 

“IT hope, therefore, you will continue your good work until it is as 
common to have borrowers’ statements properly certified as it is now to 
have a title examined before purchasing property.” 


James G. Cannon, late president of the Fourth National Bank 
of New York, wrote: 


“Referring to your letter of February 20th, respecting the certification 
of borrowers’ statements by public accountants, we strongly advocate 
and prefer to buy the paper of those concerns whose accounts are audited 
by established firms ol ataetiinate. 

“We find that where this is required the suggestion is generally well 
accepted and acted upon. 

“It is difficult to state to what extent borrowers voluntarily submit 
certified statements, but a large number of statements received are 
certified, and the percentage is constantly increasing. 

“The matter of certification or non-certification has not reached a point 
with us where it affects the rates charged. 

“The question of increase or decrease in the proportion of certified 
statements of borrowers is covered, we think, by our statement that the 
percentage is constantly increasing. 

“It is our belief that the time is not far distant when the demand for an 
audit of all statements by certified public accountants of established 
reputation will be practically universal.” 


Joseph T. Talbert, vice-president of the National City Bank of 
New York, wrote: 


“We prefer, in all cases, to have certified statements, but only insist 
upon it in cases where we feel the indebtedness is becoming dispropor- 
tionately heavy or we have reason to suspect some irregularity. In all 
such cases we do insist.” 
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Festus J. Wade, president of the Mercantile Trust Company of 
St. Louis, wrote: 


“T am most heartily in favor of all firms and corporations that borrow 
without collateral filing with banks and trust companies from which they 
borrow statements of their business certified to by public accountants. 

““We have several customers of that kind now, and not only feel more 
comfortable with their business but actually do give them a larger ratio 
of credit and better rate of discount by reason of the fact that we know 
their statement is unquestionably true. 

“Every bank and trust company of the country is obliged to undergo 
expert examination at least once (and in many instances three times) 
each year. Their officers are obliged to make sworn affidavit of the 
correctness of the statement, the banking laws making it a penal offense 
if they swear falsely. 

“Why should not the banking fraternity not only expect, but exact and 
demand, the same examination of those to whom they lend their money 
without collateral? 

“T hope you will push the good work until it becomes the universal 
custom of all borrowers, large or small, to have their books and accounts 
examined and certified to by public accountants.” 


James B. Forgan, president of the First National Bank of Chicago, 
wrote: 


“The movement among bankers to encourage, if not demand, that 
statements made by borrowers as a basis of credit should be verified by an 
audit of their books and certified by public accountants has my heartiest 
sympathy and support. 

“No longer is it regarded as discreditable, but the reverse, to furnish 
such statements. Many of our best borrowers voluntarily supply them, 
and their number is constantly increasing. For their own protection and 
satisfaction they regard an annual audit necessary, and the certified 
balance-sheet furnished their bankers becomes a source of pride to them.”’ 


E. W. Decker, president of the Northwestern National Bank of 
Minneapolis, wrote: 

“Replying to your favor of May 29th, will say that I am a firm believer 
in the audit by certified public accountants of books and business of 
borrowers, whether paper is taken direct by the bank or through brokers. 
Of course, this check is not absolute, but it is an additional safeguard to 
the lenders of money. This practice is generally followed here with very 
general satisfaction.” 

Before the book from which we have been quoting was published, 
844 bankers had responded to a questionnaire sent out by the 
American Association of Public Accountants. These question- 
naires asked for the personal opinion of the presidents of the banks 
with reference to the desirability of certified statements. The 
replies were classified as follows: 
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While reviewing the testimony given by 
bankers we had almost forgotten the 
cause of this research. But let us 
return. We quote again from the report of the economic council 
of the California Bankers Association, Van Smith loquitur: 


There is an Honest 
Accountant 


“A revulsion has set in. There is no disposition on the part of thinking 
bankers today to decry the value of genuine audits or the work of account- 
ants who are conscious of their ethical obligations. There is, however, a 
general awakening to an uncomfortable realization of the fact that they 
have been properly goldbricked. 

“We have been told that the American Bankers Association will take 
formal cognizance of the evil at its ensuing convention. We believe that 
the California Bankers Association should, at this meeting, not only sound 
a warning to its members but formulate and enunciate a policy which 
shall set definite standards of acceptability for certified public accountants’ 
certificates and statements and which shall be a declaration of a war for 
the extermination of the bunco audit.” 


This extract from the report makes good what might have seemed 
to some readers an omission. One sees that there is no disposition 
on the part of thinking bankers to ‘‘decry the value of genuine 
audits or the work of accountants who are conscious of their 
ethical obligations.”” It seemed for a little while that this might 
be overlooked. When the smoke of battle had drifted away the 
bankers, at Pasadena assembled, passed the resolution which 
follows: 

“ Resolved, That while this association fully appreciates the value of the 
service the public accountants render in the preparation of financial 
statements for clients employing bank credit, it also recognizes and 
deprecates what seems to be a growing tendency on the part of some 
accountants to ignore or evade any ethical obligations to the lending 
banks. It warns its members of the dangers inherent in qualified certifica- 
tions and calls upon the public accountants of California to set and adhere 
to unequivocal standards of practice in their certificates. Further, it 
recommends that the president of this association, acting with either the 
economic council or the executive council, should seek to procure from 
the organized accountants of this state an agreement upon standards of 
practice which shall be satisfactory to the banking interests.”’ 

The text of the resolution is much less subject to adverse comment. 
Of course, we all know that there are accountants whose work may 
be described in the vernacular as rotten. That is one reason why 
it is necessary to have an American Institute of Accountants and 
certified public accountant laws and other preventive measures. 


As we have said, this whole incident 

would not have been worthy of consider- 

ation had it not been for the fact that it 

assumed the nature of a report by a committee to an important 

group of bankers. But criticism is always a risky thing. No 
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doubt the speaker, whose remarks we are now considering, is 
quite familiar with the writings of Matthew Arnold—every critic 
should be—but we crave forgiveness while we quote a paragraph 
or two which seem to us apropos: 


‘Sometimes, no doubt for the sake of establishing an author’s place in 
literature, and his relation to a central standard (and if this is not done, 
how are we to get at our best in the world?) criticism may have to deal with 
a subject matter so familiar that fresh knowledge is out of the question, 
and then it must be all judgment: an enunciation and detailed application 
of principles. Here the great safeguard is never to let pens become 
abstract, always to retain an intimate and lively consciousness of the truth 
of what one is saying, and, the moment this fails us, to be sure that some- 
thing is wrong. Still, under all circumstances, this mere judgment and 
application of principles is, in itself, not the most satisfactory work to the 
critic; like mathematics, it is tautological, and cannot well give us, like 
fresh learning, the sense of creative activity. To have this sense is, as I 
said at the beginning, the great happiness and the great proof of being 
alive, and it is not denied to criticism to have it; but then criticism must 
be sincere, simple, fiexible, ardent, ever widening its knowledge. Then it 
may have, in no contemptible measure, a joyful sense of creative activity; 
a sense which a man of insight and conscience will prefer to what he might 
derive from a poor, starved, fragmentary, inadequate creation.” 


Of course, one may differ from Mr. Arnold, but there are some of 
us who still think that truth is a desirable adjunct to criticism. 
Some might go so far as to say that criticism should be all truth. 
This is not to infer that Mr. Van Smith or the council for which 
he purported to speak did not mean well. No doubt he or it did. 
And indeed accountants have often presented statements which 
told the truth misleadingly. It is wretched stuff when one tells 
half the truth or makes a statement which may have two meanings. 


“If, with intent to lead the plaintiff to act upon it, they put forth a 
statement which they know may bear two meanings, one of which is false 
to their knowledge, and thereby the plaintiff putting that meaning on it is 
misled, I do not think they can escape by saying he ought to have put the 
other. If they palter with him in a double sense, it may be they lie like 
truth; but I think they lie, and it is a fraud. Indeed, as a question of 
casuistry, I am inclined to think the fraud is aggravated by a shabby 
attempt to get the benefit of a fraud without incurring the responsibility.” 

This is a quotation from a judgment of the celebrated Justice 
Blackburn of England. Telling part of the truth or truth in a 
double-faced way is always a bit dangerous. A wise banker 
should know this. Had the speaker or the report affirmed that 
a great majority of accountants are honest, upright, capable; that 
the banker or any other client can distinguish between the good 
and the bad; had it affirmed that a few accountants are crooks 
but not that the profession as a whole is crooked, the allegations 
would not have fallen under imputation of malice or ignorance. 


But the report takes a part of the truth and magnifies it until it 
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obscures the whole landscape. It is rather a pity that it does 
this. The report might have made a very telling assault on the 
practice of incompetent accountants and it would have achieved 
as much publicity without peril of refutation. It seems unfortu- 
nate when an opportunity to do some very good work is allowed 
to pass. The incident will not do any great harm. An intelli- 
gent banker will not be misled, and those who know the facts 
will not believe that every accountant is not worthy or that most 
statements are false—but we repeat, it is rather a pity. 


The Pasadena incident serves one useful 
purpose, however, in that it provides a 
text upon which any accountant can 
construct a powerful argument for himself and his clients. There 
has been such a sad prevalence of attack on the accountant that 
one wearies of it. Like bobbed hair and the meretricious lipstick 
it will pass. The mischief of it is that the public makes possible 
the activities and evils of the incompetent. There are crooked 
lawyers, grafting politicians, false engineers, lying accountants 
and what not. Most of them continue because they serve a 
public which has something to gain from their moral obliquity. 
We all, or almost all, join in the chorus of wrath against the 
incompetence of some legislators. Yet when the elections come 
again we put the same sort back in office. So the public com- 
plains because the lawyer is venal or the accountant lies, when it— 
the public—is too lazy or indifferent to separate the professional 
sheep from the goats. Accountants are much concerned about 
the unworthiness of some who call themselves accountants. It 
is more important to them than to anyone else to eradicate in- 
competence and malfeasance. The intelligent bankers of the 
country know that accountants, lawyers, engineers and all the 
other professions which have direct contact with business are 
busily housecleaning year by year. The professions know that 
bankers have a long task of sweeping and garnishing to accomplish 
before the inside of the bank will be as fair to look upon as is the 
outside. Bankers can be trusted to do the job quite thoroughly. 
Each profession can be trusted to take care of itself. But there 
are many things that all workers in the vineyards of business can 
do to make lighter and more effective the labors of others. Assist- 
ance is always welcome. 


Assistance is Always 
Acceptable 
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CONDUCTED BY THE COMMITTEE ON TERMINOLOGY OF THE AMERICAN INSTI- 
TUTE OF ACCOUNTANTS 


The committee on terminology submits for consideration and criticism the 
following tentative definitions. The committee will welcome the comments 
of readers. Letters may be addressed to the committee in care of THE JOURNAL 
oF ACCOUNTANCY. 


FUND: 

A fund is, primarily, a sum of money. The several varieties of funds are 
sums of money intended to serve specific purposes. The word ‘“‘fund”’ has been 
misapplied, being sometimes used where the word “reserve’’ should be used. 
Thus, a contingent fund should be a sum of money set apart for use in contin- 
gencies. Unfortunately, careless persons have applied the term “contingent 
fund”’ to a contingent reserve, being an amount reserved out of net worth to 
meet contingent liabilities. Philological considerations may be overridden by 
general usage, but in this case the misapplication of the word “fund” is far 
from general. 

There are objections to such uses of the word “fund”’ as allow it to appear 
either on the asset side of a balance-sheet, representing a fund of money, or on 
the liability side, representing a reserve out of the net worth as shown by the 
accounts, intended either to meet an indefinite obligation or to compensate 
for a difference between book value and actual value of assets. Good practice 
is to use the word “fund” only on the asset side, to represent an actual fund of 
cash or marketable securities and to use the word “reserve” only on the lia- 
bility side, to represent part of what otherwise would be the net worth, reserved 
to meet depreciation of assets, losses in collections, indefinite but real liabilities, 
etc. 


ACCUMULATIVE (CUMULATIVE) SINKING FUND: 

A sinking fund (q.v.) which by its terms is set aside at stated intervals only 
when certain specified conditions are met within the corresponding periods, but 
with respect to which the obligation is carried forward to the succeeding period 
or periods in the event that the specified conditions are not met in any given 
period. In any period in which the specified conditions are more than met, the 
excess amount available for the sinking fund over the amount required to be 
set aside for such period must be applied as far as may be necessary to make 
good any deficiency in the amounts set aside for all earlier periods. 


CONTINGENT FUND: 

The contingent reserve is often called “contingent fund.” This is objec- 
tionable as the word “fund”’ should be applied only to actual funds, in cash or 
marketable securities. As it is frequently used the term “contingent fund,” 
meaning contingent reserve, is a book liability, set up out of earnings or sur- 
plus, to cover liabilities believed to exist but not definitely ascertainable. 
The term should be restricted to actual funds, appearing on the debit side of 
the balance-sheet. “Funds” properly so called, are segregations of cash or its 
equivalent and neither liabilities nor charges to operations. 
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A true contingent fund is a fund of money set apart for use in certain contin- 
gencies. Thus organizations of manufacturers whose activities include price 
regulation, observance of trade customs, etc., assess their members to form a 
fund to be used to defend the organization against legal interference, against 
outside competition, and against deviations from their rules by their own mem- 
bers. Such a fund is properly described as a “contingent fund.” 


ENDOWMENT FUND: 

A fund provided usually by gift, the income from which is to be devoted to 
the ordinary purposes of a school, college, university, hospital, technical asso- 
ciation, or other non-profit-making institution. 


GENERAL FUND: 
The moneys of an educational, charitable or public institution available for 
general purposes. 


GRATUITY FUND: 
A fund set aside for the payment of gratuities. A needless term. 


IMPREST FUND: 

A cash fund, to be used for payment of minor disbursements, the amount of 
the fund being fixed and unchangeable. Payments made from the fund are 
reimbursed from the ordinary funds of the enterprise, the vouchers then being 
surrendered. At all times the cash on hand, plus vouchers not reimbursed, 
must equal the nominal amount of the fund. 


INDUSTRIAL ACCIDENT FUND: 

A fund set aside by an employer usually on the basis of a percentage of the 
industrial payroll, to pay to injured employees compensation for personal 
injuries. 

INSURANCE FUND: 

Instead of paying insurance premiums to an insurance company many large 
companies whose plant is wide-spread prefer to insure themselves. The amount 
of premiums that otherwise might be paid to an insurance company is set 
aside as a cash fund called ‘Insurance fund.’ There is then a corresponding 
charge to operations and credit to an “Insurance reserve.’’ The setting aside 
of the actual cash amount of the reserve in the insurance fund is necessary. 
Insurance companies also find it essential to have, in actual cash or marketable 
securities, a corresponding fund to pay losses; the practice, sometimes followed, 
of using insurance-fund money as working capital is dangerous and should be 
discountenanced. If it be done the insurance reserve remains in the balance- 
sheet, but not the insurance fund. Similarly, the setting apart of the cash 
fund without the corresponding charge to operations and credit to an insur- 
ance reserve is improper, distorting the income account. 


NON-ACCUMULATIVE(NON-CUMULATIVE) SINKING FUND: 
Sinking funds may be set up for purposes other than the retirement of out- 
side obligations. Sometimes they are set up to retire preferred stock; in such 
cases the provision is generally made only when the profits warrant it. If in any 
year the profits do not warrant the provision, or, if for any other reason, under 
the terms of the governing indenture the provision for any year is not made, 
two courses may be prescribed or followed. If the fund be non-cumulative a 
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more favorable subsequent year will not be charged with the amount previously 
omitted, but only with one year’s quota. If, on the other hand the fund be 
cumulative, a more favorable subsequent year must provide not only the quota 
for that year but also the arrears not provided in all prior years. 


PENSION FUND: 

A fund set aside to pay pensions, either to any who may be entitled to them 
under specific agreement or to those who may be selected by the persons in 
control of the fund. The varieties of pension funds are numerous, but fall into 
three general classes. The first class of funds is that in which employers volun- 
tarily set aside in their unlimited discretion moneys to be used to pay pensions, 
also in their unlimited discretion. The second general class is that in which 
both employers and employees contribute upon some fixed plan to build up a 
fund to pay pensions to those who may be entitled thereto under the terms of 
an agreement. The third general class is that in which employees alone pay 
fixed contributions into a fund to provide pensions for themselves. All pension 
funds should be represented by actual cash set aside, or by specific investments 
in securities, or by both. Income from such money and investment should 
accrue to the fund. 

PETTY-CASH FUND: 

A fund of money put in the hands of some employee to pay petty disburse- 
ments, to be accounted for from time to time (see imprest fund). 
REDEMPTION FUND: 

See sinking fund. 

RENEWAL FUND: 

A fund, set aside in cash or securities, to provide liquid assets available for 
purchase of new fixed assets to replace those expected to be retired. If depre- 
ciation reserve is set up on the books this is not a charge to operations, but only 
a segregation of assets. Its appearance in formal accounts is needless and often 
inconvenient. 

RESERVE FUND: 

Cash or investments withdrawn from the working capital of an enterprise 
and specifically identified as representing the amount of a reserve (general or 
otherwise) set aside out of surplus. 

REVOLVING FUND: 

A working fund provided to enable a cycle of operations to be carried out, 
the money being spent, recovered and spent again. Such funds may be used for 
such purposes as purchase of farm implements to be given to farmers, who in 
turn may pay for them when they can, perhaps in instalments; then more im- 
plements might be purchased for other farmers, and so ad infinitum. 
ROTARY FUND: 

Same as revolving fund. 

SELF-INSURANCE FUND: 

See insurance fund. 
SINKING FUND: 

A fund provided by periodical instalments to meet obligations maturing in 
the future or to carry out some operation such as retirement of preferred stock. 
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When bonds or similar obligations are issued and the property mortgaged 
therefor is subject to fairly rapid depreciation the security upon which the bond- 
holder relies may shrink so rapidly that before the date of maturity it is not 
sufficient; the sinking fund is provided to restore to the bonds their original 
safety. Sinking-fund moneys are not mere book entries but actual moneys 
(or such securities as U. S. treasury notes) set aside and not to be touched ex- 
cept for their intended use. They may be properly used to purchase some of 
the bonds for the protection of which the fund exists. 

There are many issues of bonds secured by railway equipment, which has a 
relatively short life. In most such cases the protection afforded by a sinking 
fund is secured by issuing “serial” bonds, a portion of the bonds maturing each 
year or oftener. The net effect is the same as though a sinking fund existed, 
the money each year being spent for the purchase of a part of the issue. There 
is a difference in treatment of interest; when bonds are bought for sinking fund 
it is usual to let them live to maturity, the sinking fund collecting the interest. 
If the sinking fund be provided at a fixed amount each year this results in a 
charge, for sinking fund and for interest, the same for every year. An issue of 
serial bonds causes the annual interest charge to diminish each year. Note 
that the interest charge is a charge against earnings but the sinking-fund pro- 
vision is not so. 

STRIKE FUND: 

A fund raised by labor unions to promote industrial strikes. The genesis 
and exodus of these moneys are matters rather for the imagination than for 
the staid accounting mind. 

SUPERANNUATION FUND: 
Similar to a pension fund, but applicable only to those who become incapaci- 


‘ 


tated by age. See “pension fund”’, classes first and second. 


TRUST FUND: 

Generally a fund held by one party for the benefit of another. Under many 
wills trust funds are legally established, in such a manner that trustees, named 
by the decedent, administer a part or all of his property for the benefit of the 
heirs. Trusts may also be established during their lifetime by persons desiring 
to allocate a part of their property for specific purposes and in this event the 
property is transferred by them to trustees who administer it, independent of 
the original owner, under the terms of a deed of trust. Such trusts are desig- 
It is not necessary, however, for a formal 


’ 


nated “trusts created inter vivos.’ 
procedure to be had to constitute a trust. For instance, moving-picture pro- 
ducers at one time demanded and received from exhibitors advance payments 
to secure adherence to annual contracts, the total so received being quite large. 
The exhibitors in certain cases claimed that the moneys were trust funds and 
that the producers had no right to mingle them with their own funds and use 
the money in their business. The practice has died out, but it illustrates the 
fact that trust funds may be of widely varying character, some being most 
carefully hedged with legal restrictions and some of such a character that there 
is doubt whether they are trust funds at all. For legally established trusts 
there are restrictions as to the kind of investment that may be made of the 
principal of the trust. There is an extensive literature both legal and non- 
technical, dealing with trust funds. 
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WORKING FUNDS: 

See imprest fund. Often a fund supplied to a branch to pay all disbursements, 
the total receipts of the branch being remitted to the head office. Such work- 
ing funds are almost always imprest funds, and are reimbursed in the same man- 
ner as other imprest funds. It is usual, however, for large purchases, especially 
of fixed assets, to be paid for directly by the home office, not out of the working 
fund. This fund, indeed, is intended to do what its name implies, namely, 
supply funds for the working of the enterprise, not for its establishment or 
extension. 


INSUFFICIENT FUNDS: 

Phrase placed on notices by banks that cheques deposited can not be paid 
because the drawers of the cheques have not enough to their credit to cover the 
cheques. 

PUBLIC FUNDS: 
Funds of municipalities or other public corporations. 
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EDITED BY STEPHEN G. RUSK 


A taxpayer started a suit on a claim for refund disallowed by the commis- 
sioner eight days after the statute of limitations had apparently estopped the 
bringing of such suit. It developed at the hearing that the taxpayer had not 
received from the commissioner a notice of the disallowance of the claim until 
after the statutory period had elapsed. The court held that 

_““The failure of an officer of the government to notify a taxpayer of the 
disallowance of a claim for refund within the period prescribed by section 
3226 of the Revised Statutes, may not defeat the right of a taxpayer to sue 
for recovery of taxes. . . .” (Mahoning Railroad Co. v. U. S. A., U.S. 
district court, N. D. Ohio, E. D.) 

Here is another case in some respects similar to this one. 

A taxpayer was endeavoring to compromise tax deficiencies for the years 
1916 to 1919 inclusive, aggregating $145,414.69. While the negotiations were 
in progress, the commissioner notified the taxpayer of an overassessment of 
$13,726.72 in 1920 taxes. Later the commissioner applied the overassessment 
against the 1917 deficiency, but failed to notify the taxpayer of the reduction of 
the 1917 deficiency. At a still later date, the commissioner accepted a com- 
promise of the outstanding assessments against the taxpayer for the years 1916 
to 1919 inclusive, stating the total arnount to be compromised as $145,414.69. 

The taxpayer, believing he was compromising a tax liability of $145,414.69, 
paid the amount agreed upon as a compromise and later discovered that the 
total tax liability compromised was $131,687.97. Suit was brought and the 
court held that 

‘“‘A taxpayer may recover the amount of an overassessment for 1920, 
applied by the collector . . . as a credit against an additional assessment 
. no notice of which was received by the taxpayer until it received the 
certificate of assessment in January, 1925, where the commissioner in 
December, 1924, accepted an offer in compromise made in October, 1924, 
without actual knowledge on the part of the taxpayer of the collector’s 
application of the overassessment. ...” (Arkwright Mills v. U. S., 
U. S. district court, Massachusetts.) 

An article in the July number of the Internal Revenue News, on the subject of 
working papers, contains conclusions which seem contrary to the experience of 
most public accountants. The article was written by Thomas H. Steele, 
internal-revenue agent of the Greensboro, N. C., division. 

Mr. Steele gives it as his opinion that an internal-revenue agent may be 
judged by his working papers more correctly than by his report. He says: 

“The greater the ability and the more competent the agent, the more 
working papers he will produce.” 

Prot: ably every report writer in a public accounting firm will agree with us in 
saying that the more competent the auditor, the fewer working papers he hands 
in, yet no essential data are omitted. Despite the brevity of the work sheets, 
the whole history of the examinations can be readily traced in them. The 
accountant who accumulates a large quantity of working papers is often inef- 
ficient in his arrangement of material. He is apt to have a tendency toward 
repetition and duplication, in his eagerness to be quite thorough and clear. 
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One of the keenest accountants we know has the smallest possible output of 
working papers. There is not a fact missed in them and it is never necessary to 
re-consult the books. His work sheets provide a complete financial history of 
the enterprise, and federal and state tax returns can easily be prepared from 
them. 

Many accountants, we believe, have had the same experience—with which it 
is difficult to reconcile Mr. Steele’s opinion. Auditing accounts for the verifica- 
tion of tax returns is not widely different from the customary audit performed 
by a public accountant. In justification of Mr. Steele’s remark, however, it 
must be remembered that revenue agents examine and analyze the records of 
companies where public accountants have never been engaged and where the 
management is often wholly ignorant of the value of proper accounting methods. 
The agent’s task in such cases is arduous, as an ordered course of investigation 
is often impossible. As far as these instances are concerned Mr. Steele may be 
correct in his opinion. When one remembers the archaic ‘‘day book”’ or 
“blotter,”’ as it was aptly called, which served as a haphazard record of jumbled 
details, frequently almost illegible, it is easy to feel sympathy with the revenue 
agent who must bring order from such disorder and winnow from much chaff the 
grist of ‘‘taxable income.”” Who is there to criticize if he turns in to his chief a 
voluminous bundle of working papers? 


SUMMARY OF RECENT RULINGS 


A taxable dividend and not a stock dividend was received in 1920, where a 
corporation charged against surplus an account due from a partnership which 
was incorporated in 1920, the members of which were the same as the stock- 
holders of the corporation, which was treated as a part of the subscription price 
of the stockholders to the stock of the new corporation, the balance of the sur- 
plus was paid in cash to the stockholders and the stock of the new corporation 
was issued to such stockholders or their nominees. (U. S. district court, M. D. 
Tennessee, United States v. Joseph Moore Warren.) 

A taxpayer may recover the amount of an overassessment for 1920, applied 
by the collector on September 20, 1924, as a credit against an additional assess- 
ment for 1917, no notice of which was received by the taxpayer until it received 
the certificate of overassessment in January, 1925, where the commissioner in 
December, 1924, accepted an offer in compromise made in October, 1924, with- 
cut actual knowledge on the part of the taxpayer of the collector’s application of 
the overassessment of $75,000 in settlement of a total outstanding assessment 
of $145,414.69 for the years 1916 to 1919, without any reduction in the amount 
of the 1917 overassessment for the credit applied. (U. S. district court, 
Massachusetts, Arkwright Mills v. United States.) 

Amount received in 1919, by the insured upon the maturity of non-assignable 
endowment policies taken out in 1899, payable to his estate, the face of which 
together with a cash dividend then to be apportioned by the insurance com- 
pany was payable in 1919, constitutes taxable profit in the difference between 
the amount received and the value of the non-assignable policy to the owner, 
March 1, 1913, computed as the discount value on that date of the amount 
which he could then reasonably expect to realize at the maturity of the policy. 
Article 72 (b), Regulations 45 (1920 edition), held contrary to law in so far as it 
attempts to regulate i income tax on proceeds of insurance policies having a fair 
market value on March 1, 1913. (Circuit court of appeals, sixth circuit, 
Robert H. Lucas, collector, v. A. J. A. Alexander.) 

Section 234 (a) (14) (a) and (b), act of 1918, permitting a deduction for 1918, 
of a substantial loss resulting from any material reduction (not due to tempo- 
rary fluctuation) of the value of the inventory for 1918, sustained after the 
close of the taxable year creates a single comprehensive right to be accorded 
equally and generally to taxpayers, and a taxpayer who, at the time of filing 
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its 1918 return, filed a claim for abatement because of a reduction in value of 
its inventory between the close of its 1918 taxable year and the date of filing its 
return may not deduct such losses in its 1918 return where, by the close of its 
taxable year 1919, it had not sustained a loss through the sale of its inventory 
nor due to depreciation on the portion of the inventory on hand at the close of 
its 1918 taxable year. (U.S. district court, N. D. lowa, E. D., H. B. Glover Co. 
v. Lars E. Bladine, collector.) 

Congress has the power to tax any transmission of property reflected by 
death even though by the law of the decedent’s domicile such property was not 
part of his estate and the enactment of section 402 (e), act of 1918, indicates a 
clear intent to exercise that power. 

The power of appointment exercised by a decedent, the beneficiary of a 
testamentary trust created for the benefit of the grentor’s children prov iding 
that the trust was to endure throughout the lives of all his grandchildren then in 
being and for twenty-one years thereafter, construed by the state court to bea 
power to appoint one-seventh of the entire estate, exercisable either by deed or 
by will, the disposition thereof taking effect in possession (a) of the income only 
upon the death of the donee, and (b) of the principal, upon the termination of 
the trust, was held to be a general power of appointment within the meaning of 
section 402 (e), act of 1918, the value of such property passing under such power 
of appointment to be included in decedent’s gross estate, since the latitude of 
the donee’s power of disposition rather than the quantum of the interest dis- 
posed of or the time of its vesting is important. (U. S. district court, E. D. 
Pennsylvania, Fidelity-Philadelphia Trust Co., executor, v. Blakely D. Mc- 
Caughn, collector.) 

Loans evidenced by promissory notes, inadequately secured, made to, and 
heavy overdrafts by, officers and directors of a bank are not deductible (a) as 
losses where the bank officers acted without fraudulent purpose to injure the 
bank or to appropriate the sums to their own purposes to the detriment of 
bank, nor (b) as bad debts where charged off in a subsequent year. (U. 
circuit court of appeals, ninth circuit, E. W. Porter, commissioner of Ping 
liquidating agent of the Citizens State Bank of Buhl, Idaho, v. United States.) 

A waiver executed and filed by a Pennsylvania corporation resulting from 
the merger and consolidation of two Pennsylvania corporations was held valid 
for the purpose of accomplishing a refund of income taxes overpaid by one of the 
merged companies for the fiscal year 1921, all the rights, franchises and privi- 
leges of the constituent companies, including the right to claim the taxes in- 
volved, under the Pennsylvania law, being transferred and vested in such 
corporation, which is exercising such right as the taxpayer within the meaning 
of section 284 (g), act of 1926. (U.S. district court, M. D. Pennsylvania, 
Lyman H. Howe Films Co. v. David W. Phillips, collector.) 

The failure of an officer of the government to notify a taxpayer of the dis- 
allowance of a claim for refund within the period prescribed by section 3226, 
Revised Statutes, may not defeat the right of the taxpayer to sue for recovery of 
taxes, where notice of such disallowance was received by mail from the com- 
missioner and suit was begun more than two years after the disallowance of the 
claim. (U. S. district court, N. D. Ohio, E. D., The Mahoning Coal Railroad 
Co., et al. v. United States.) 

The estate tax imposed by the act of 1918, upon the value of the interest 
passing to the surviving spouse by operation of the Nebraska and Iowa statutes 
violates the constitutional limitation upon the power of congress to lay direct 
taxes. (U.S. district court, Nebraska, Albert Krug, et al. v. Allen, collector, 
et al.) 

A lessee of buildings in the business of holding property under long-term 
leases and of subletting it for shorter terms is entitled, under the act of 1918, 
to a deduction for exhaustion of such buildings held under ninety-nine year 
leases, renewable forever, requiring the lessee to maintain on the premises build- 
ings of the fair cost or value of not less than a stipulated amount in no case less 
than the value of the existing buildings and to keep the buildings in ‘‘like 
conditions as the same are now in”’ since, for every practical purpose, they are 
the lessee’s buildings and constitute his capital so far as they are consumed in 


his business. 
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The court could not find that rulings, including the regulations, cited in the 
argument by the government, were made pursuant to any uniform depart- 
mental construction which might be said to have received legislative sanction 
by the passage of subsequent revenue acts, and the expressions in an office deci- 
sion, which might be thought to be applicable should be treated as the depart- 
ment itself treats such rulings—as merely applying to the facts then under 
consideration. (U. S. circuit court of appeals, sixth circuit, J. Harry Wiener v. 
Harry H. Weiss and C. F. Routzahn, collectors.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL OF Ac- 
COUNTANCY should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Parrt II 
May 18, 1928, 1 P. M. to6 P. M. 
The candidate must answer all the following questions. 


No. 1 (25 points): 

From the following particulars, prepare a statement showing the disposition 
of funds received during the year ended December 31, 1927, and statement of 
working capital: 

A CoMPANY—BALANCE-SHEETS 
Years ended Dec. 31 


Assets 1927 1926 

>” i= Pe ss eee ret oe . $300,000 $170,000 
Certificate of deposit . 200,000 
Marketable securities 220,000 100,000 
Customers’ notes and accounts receivable 300,000 250,000 
ECCS ‘ees 160,000 100,000 
Investment in affiliated company . 180,000 200,000 
Cash and securities in sinking fund ; 70,000 
Deposit on account of new construction 140,000 
Plant and ee. ea ane Ie Cia 2,000,000 1,400,000 
Goodwill. 200,000 
Discount on funded ‘debt 50,000 20,000 


$3,550,000 $2,510,000 





Years ended Dec. 31 





Liabilities 1927 1926 

Accounts payable..... ; . $200,000 $150,000 

Purchase-money obligz tions 120,000 

Interest, payroll and taxes accrued ; 40,000 20,000 

Reserve for depreciation........ 600,000 400,000 

Funded debt: 

First-mortgage six per cent. bonds 350,000 
Serial gold notes. . . - 1,000,000 
Premium on treasury stock sold 170,000 

Eee 1,000,000 800,000 

Earned surplus 540,000 670,000 

$3,550,000 $2,510,000 

SuRPLUS ACCOUNT 7 

Balance—January 1, 1927 $670,000 

Net income for year ‘ended December 31, 1927 200,000 

Appreciation of marketable securities 70,000 


$940,000 
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Less: 
Pe en ee mat le gS $90,000 
sig (‘Rk Perec 28 ALPES, Le, 90,000 
Goodwill written off ; Oe oO ate nes ee” 200,000 
Discount on bonds..... 1b aah es Reena s beaea 20,000 $400,000 
Balance—Densmibier 31, 2927 . . oo. occ cecwescandecetecheanene $540,000 
Solution: 


The following is an explanation of adjustments made in the working papers 

on page 224: 

Expikanation of adjustments 

The adjustments (a), (c), (d), (e) and (k) reverse book entries which do not 

represent funds applied or provided. 

(a) Reverses the entry for the write-up of marketable securities, which elimi- 
nates the write-up from the marketable-securities account. 

(b) Transfers the charge to surplus account for cash dividend paid to a separate 
line, so that these dividends may be carried out as a separate item, as a 
fund applied. 

(c) Reverses the entry charging surplus and crediting capital stock. 

(d) Reverses the entry writing off goodwill account to surplus. 

(e) Reverses the entry writing off $20,000 of discount on funded-debt account 
to surplus. 

(f) Transfers the net income for the year from surplus to a separate line so 
that the net income may be carried out as a separate item as a fund 
provided. 

(g) A memorandum entry proving that all the items causing the net decrease in 
surplus ($130,000) have been separately accounted for. 

(h) Transfers the balance in the discount on funded-debt account to serial- 
gold-notes account to set out the funds provided by the sale of the notes. 

(j) Transfers the balance in the premium on treasury-ctock-sold account to 
capital stock to set out the funds provided by the sale of capital stock. 

(k) Transfers the $200,000 depreciation from the reserve to funds provided 
by profits. 

THE A COMPANY 


Statement of application of funds for the year ended December 31, 1927 
¢ 





Funds provided: ia 
By net profits— : 
Net income per oe ten statement....... $200,000 
Add: Charge to protts for depreciation.......... 200,000 
hes ——— $400,000 
By decrease in investment in affiliated company... 20,000 
By sale of serial gold notés:. 
Ne sc:ccareniech win rec VO ak We Se $1,000,000 
Less: Discount on funded debt................ 50,000 
rie ——-_: 950,000 
By sale of treasury stéck:.. 
DR cian techie sabbresn thse bien asd ee reLeae $110,000 
Add: Premium on treasury stock ............... 170,000 280,000 
Total funds provided. .~-...............4:. $1,650,000 
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Funds applied: 

















To deposit on account of new construction ....... $140,000 
To increase in plant and equipment........ Pirie 600,000 
To payment of first-mortgage bonds......... em $350,000 
Less: Cash and securities in sinking fund....... 70,000 
280,000 
To payment of cash dividend................... 90,000 
To increase in working capital (per schedule) ..... 540,000 
pT PT eee oe $1,650,000 
Tue A COMPANY 
Schedule of working capital 
Changes in 
December 31, working capital 
1926 1927 Decrease Increase 
Current assets: 
Cash... ... $170,000 $300,000 $130,000 
Certificate of deposit : 200,000 200,000 
Marketable securities . 100,000 150,000 50,000 
Customers’ notes and accounts receivable... 250,000 300,000 50,000 
Inventories. . ee. Seeaeyse ay . 100,000 160,000 60,000 
Total current assets . $620,000 $1,110,000 
Current liabilities: 
Accounts payable . $150,000 $200,000 $50,000 
Purchase-money obligations 120,000 120,000 
Interest, payrolls, and taxes accrued : 20,000 40,000 20,000 
Total current liabilities .. $290,000 $240,000 
Working capital . $330,000 $870,000 
Increase in working capital... ere 540,000 





$610,000 $610,000 








No. 4 (40 points): 

X corporation desired control of corporation B and to that end began buyin 
its common stock wherever it could be found. Asa result, the price demented 
for the stock advanced so high, that in June, 1927, the X corporation discon- 
tinued this plan of purchase. In the meantime, it had bought 20,000 shares at 
prices ranging from $20 to $50, averaging $36. In addition, it had acquired 
12,000 shares by an exchange, from its own treasury stock, of one-half share of 
X preferred and one share of X common for each share of B stock. 

In November, 1927, by direct negotiation, the directors of corporation B 
(who controlled 60 per cent. of its stock) agreed to sell to X corporation all its 
assets, except cash, at December 31, 1927, on the following basis: 


(1) For sound value of fixed assets, as determined by appraisal, corporation 
B is to be paid 10 per cent. in cash and 90 per cent. in preferred stock of 
X corporation. (At par, $100 per share.) 

(2) For current assets, at 90 per cent. of book value, corporation B is to 
receive cash, less the amount of current liabilities, which are to be 
assumed by X corporation. 

(3) B corporation is to receive common stock of X corporation (at par of $50 
per share) as payment for goodwill, including all intangibles, the 
amount to be determined by capitalizing at 20 per cent. the average 
net earnings for the 5 years 1923 to 1927, inclusive, in excess of $2 per 
share on 100,000 shares of outstanding stock. 
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In determining such net profits, adjustments are to be made to bring such 
items as depreciation and capitalization of fixed-asset charges in the several 
years, to the basis to be determined by a retrospective appraisal. Adminis- 
trative salaries, also, are to be adjusted to $24,000 for each year in which 
greater amounts were actually paid. 

‘ An audit, before the above settlement adjustments, discloses the following 
acts: 


Adminis- Net addition 

Net trative Depreciation to fixed 

rofits salaries charges asset accounts 
3983... pirat 1,000 $15,000 $198,000 $40,000 
1924.... . 192,400 30,000 207,000 12,000 
ae isacone 21,000 214,000 202,000 
Be. .<- bate . 313,000 70,000 242,000 300,000 
1927.. 297,000 62,500 251,000 84,200 


The audit also discloses that profits had been augmented by gains in sales 
of fixed assets over depreciated values as follows: 


3005. .... ae .. $14,100 

1926 16,800 

1927 o 1,300 
The appraisal report shows the following: 

Proper additions True 
to fixed assets depreciation 

ee ae er 94 $62,000 140,000 
eee ee ' 18,000 140,400 
ee Saeed ; 260,000 146,000 
1926.... Pg Shin atin ackod or 297 ,000 157,200 
S97 ..... cee ee Pa eee ee 91,800 165,000 
Reproduction value of fixed assets, December 31, 1927 . $6,200,000 
CT Ere heer rrr er mre 2,800,000 
Sound value . $3,400,000 


The true depreciation shown by appraisal is presumed to be sufficient to 
absorb all cost of an asset during the years of its use, so there should be neither 
profit nor loss at time of sale or scrapping. 

‘ The condensed balance-sheet of B corporation, December 31, 1927, is as 
ollows: 











Assets 

Cash...... - We SRT Se oe ; : $81,000 
Receivables a ait 56,000 
Inventories. . er 574,000 
Prepaid expenses ; a 9,000 
Mortgage sinking fund , 400,000 

, rare . $4,000,000 
Less: Depreciation 2,400,000 1,600,000 
Organization expense... 80,000 
Patents and trademarks 1,000,000 
$3,800,000 

Liahtlhities 

Notes and accounts payable..... $200,000 
Long-term notes........... 100,000 
Mortgage on plant, due January 1, 1928. 1,000,000 
Common stock—100,000 shares, no par value 2,000,000 
_ RG Ae ee rents Sere 500,000 
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X corporation has sufficient shares of capital stock, authorized but unissued, 
to comply with the settlement terms, but to meet the cash requirements, it 
issues 6 per cent. gold notes amounting to $1,000,000, which are taken by a 
syndicate for cash at 96 per cent. net. 

After the deal is consummated, corporation B immediately liquidates all 
liabilities, including costs of settlement and liquidation amounting to $20,000, 
and distributes all assets in kind to stockholders. 

From the foregoing, you are required to prepare 

(a) a tabulated statement showing the determination of amounts needed 
for settlement purposes, 

(b) all journal entries to give effect to above transactions on the books of 
corporation B, 

(c) all journal entries to give effect to above transactions on the books 
of X corporation. 


Solution: 

Before the tabulated statement showing the determination of the amounts 
needed for settlement purposes and the journal entries on the books of both 
corporations can be prepared, it will be necessary to compute the amount which 
must be paid by corporation X for the goodwill of corporation B. The 
schedule on page 228 shows the computation of adjusted profits, and the 
goodwill is computed as follows: 


Computation of the amount of goodwill: 
Adjusted profits: 


Year Amount 
<I Sees, Alea -S ee $161,000 
1924... 4 wy SS & esate, acai RE ee ee , 271,000 
1925.. ss La pls MER ck li a cate ta 289,900 
1926 big ore ere eT 424,000 
1927 . . ery i Dé case see hee 427,800 
(0 ee ee Ti sala a. cova potee tee $1,573,700 
Aen OEE CII 6.6 6 06 00 660500s0Ke $314,740 


The amount of goodwill to be capitalized at 20% is the average net earning, 
$314,740, less $200,000 ($2.00 per share on 100,000 shares) or $114,740. There- 
fore, the amount of goodwill is $114,740 divided by 20% or $573,700, 

The schedule showing the amounts needed for settlement purposes can now 
be prepared. This statement follows: 


Statement showing the determination of amounts needed for settlement purposes 
Stock in corporation X 
Cash Preferred Common 
Fixed assets: 
Sound value: 
Reproduction value as at December 31, 1927 $6,200,000 
PE er re ere F 2,800,000 


Sound value .. ; ve .. $3,400,000 





Payable: 
ey re a $340,000 
90% in preferred stock (30,600 shares $100 
BED s o0bsecuvead acd eeieneaohia ashen $3,060,000 
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Stock in corporation X 
Cash Preferred Common 
Current assets: 


Receivables. . , is $56,000 
Inventories. ..... , +F , 574,000 
Prepaid expenses. : ‘ nut ‘ cue 9,000 
Total... mE RE EP artnet $639,000 
4 Re ; “A 63,900 
ee ee eae ee wan $575,100 
Less: Notes and accounts payable............ 200,000 
$375,100 
EA os niki caessdacbvatewas $375,100 
Goodwill, including intangibles: 
Amount (per schedule).............. ietee $573,700 
Payable in common stock (11,474 shares $50 
SE Se RE ee er me ee ee $573,700 





_ ere Lbeeteae bi CeAREORaNRS $715,100 $3,060,000 $573,700 





Journal entries on the books of corporation B 


ee PP Eee Le eae $2,200,000. 00 
Reserve for depreciation.................. $400,000.00 
Surplus (arising from revaluation of plant).. . 1,800,000. 00 
To record appraisal of plant: 
Appraisal Books Increase 
Plant...... $6,200,000 .00 $4,000,000 .00 $2,200,000.00 


Depreciation 
reserve... 2,800,000.00 2,400,000.00 400,000.00 


Sound value $3,400,000.00 








Book value. $1,600,000.00 $1,800,000 .00 

Vendee—X corporation..................... $3,400,000 . 00 

Reserve for depreciation..................4- 2,800,000. 00 
I > Ss Sees Wall oles o cit dain Ome $6,200,000 .00 

To record the sale of plant to X corporation. 

Vendee—X corporation..................... 375,100.00 

Notes and accounts payable................. 200,000 . 00 

cdc euae dkdes édénswendeeeeeeeee 63,900.00 
IR 5 ti cunhas-o. doled i Oe ened 56,000. 00 
I 0:4 0a dae 6-00.06 beh een 574,000.00 
SPT ere eee 9,000.00 


To record the sale of current assets to X 
corporation and the assumption of current 
liabilities by X corporation. 
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Vendee—X corporation. ..............0002- 573,700.00 

Patents and trademarks (goodwill)......... 573,700.00 
To record the sale of goodwill to X cor- 
poration. 

I Soars eee aint Wikd be we sie wade ete ke occ 506,300 . 00 
IL, oo wn cewninw ses it cace’ 80,000. 00 
Patents and trademarks (goodwill)......... 426,300.00 

To write off the above balances to surplus. 

662 cambaawiwe dae Oe bint btassee ee 715,100.00 

Preferred stock—X corporation.............. 3,060,000.00 

Common stock—X corporation.............. 573,700.00 
Vendee—X corporation................... 4,348,800. 00 


To record the receipt of cash, preferred 
stock and common stock from the X cor- 


poration. 
ing sewn kcnekiee ewe eaaweae 100,000 . 00 
Mortgage on plant................... .....  1,000,000.00 
Mortgage sinking fund.................... 400,000 . 00 
i aE Rae es Pe ee 700,000 . 00 
To record the payment of the above 
liabilities. 
Surplus (liquidation expense)............ er 20,000 . 00 
I ils ai Pala kis Ast gs Srna ‘ata a, id ne A ew od dds as 20,000. 00 
To record payment of liquidation expenses. 
ES eee eee ae eee .. 1,709,800.00 
a 5a oni amare eis aos ......  2,000,000.00 
Preferred stock—X corporation...... <i on 3,060,000 . 00 
Common stock—X corporation............ 573,700.00 
gr Rahal ds vt hs dn ahah etal na Ee Ris eal ve 76,100.00 
To record distribution of assets to stock- 
holders. 
Journal entries on the books of corporation X 
Investment corporation B.................. $720,000.00 
I ini th NP ie ee a ee ak $720,000.00 


To record purchase of 20,000 shares of stock 
of corporation B @ $36 per share, average. 


Investment corporation B..................  1,200,000.00 
Treasury stock—preferred.............. e 600,000 . 00 
Treasury stock—common................. 600,000 . 00 


To record purchase of 12,000 shares of 
stock of corporation B for 6,000 shares of 
preferred and 12,000 shares of common. 


Dintdsnettenaatadseds aeedesavtase sees’ 6,200,000 . 00 
Reserve for depreciation.................. 2,800,000 . 00 
Vendor—Corporation B................... 3,400,000 . 00 


To record the purchase of the plant of 
corporation B, at sound value, per the 
appraisal of December 31, 1927. 
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The next entry provides for the purchase of the current assets at 90% of 
book value, less the current liabilities. While prepaid expenses are not con- 
sidered generally as current assets in a balance-sheet of a going business, such 
expenses may be and often are so treated in mergers, and sales wherein one 
company purchases the assets of another. 

It will be noted that although the mortgage on the plant is due the next day, 
January 1, 1928, it is not considered as a current liability in the solution. 


INO. oc ocssacsshecndeanscen cee $56,000.00 

NS. i 5ca!s ds.'0 +. 09 0 3 Liens cn 516,600.00 

NT NS oo ca ac cnsesekss becmeenee 8,100.00 
Reserve for bad debts..................... $5,600.00 
Notes and accounts payable............... 200,000 . 00 
Vendor—Corporation B................... 375,100.00 


To record the purchase of current assets 

including prepaid expenses of corporation B 

and the assumption of current liabilities. 

Goodwill and other intangibles............... 573,700.00 

Vendor—Corporation B................... 573,700.00 

To record the purchase of goodwill of 

corporation B. 
ey acd d's a 0m ders Saeed ae 960,000 . 00 
Discount on 6% gold notes................. 40,000 . 00 

I oc bs da taaabeeneueuens heres 1,000,000 .00 

To record sale of 6% gold notes @ 96. 
Vendor—Corporation B.................-05- 4,348,800 .00 

as ik «ea or rates ani al be eek < presgeaee 715,100.00 

Unissued preferred stock. ................. 3,060,000 .00 

Unissued common stock................ “3 573,700.00 

To record payments for net assets of cor- 

poration B. 

The last entry above records the payment of the amount of cash due to 
Corporation B, for it is assumed that in the negotiations, corporation X has 
protected itself in respect of the mortgage on the plant which falls due on 
January 1, 1928. 


RS cfs 5s nig idan alae ama ae $24,352.00 

Treasury stock—preferred................... 979,200.00 

Treasury stock—common................... 183,584.00 
Investment—corporation B................ 1,187,136.00 


To record the receipt of liquidating dividend 
of corporation B. 


Assets to be distributed: 





32% to 
Kind Total corporation X 
re $76,100.00 $24,352.00 
Preferred stock... 3,060,000.00 979,200.00 
Common stock... 573,700.00 183,584.00 
Mo 358 $3,709,800 .00 $1,187,136.00 
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It is assumed in the above entry that fractional shares of common stock are 
issued. Corporation X therefore will have in its treasury: 


9,792 shares preferred (par $100)... ; $979,200.00 
3,671.68 shares common (par $50)... ... 183,584.00 
ee Pte hl $1,162,784.00 
Surplus or goodwill. ............ . $732,864.00 aids 4 


Investment—Corporation B...... beara $732,864.00 


To write off balance in investment account 
to surplus (or goodwill). 
Cost of 32,000 shares of stock— 
RIND Ws ouscscccnees $1,920,000. 00 
Received as liquidating dividend 1,187,136.00 


0 See ree _ $732,864.00 
If the surplus of corporation X is sufficiently large to stand the charge of 
732,864, it might be recommended, as conservative accounting, to write 
this balance off. On the other hand, the board of directors appears to be fully 
justified in considering this amount as additional goodwill. 
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Book Reviews 


QUALIFICATIONS IN AUDITORS’ REPORTS, by RusseLt KeETTLe. 
Gee & Co.,London. 46 pages. 

Qualifications in Auditors’ Reports is an address delivered by the author 
before two chartered accountants students’ societies in England on an im- 
portant and delicate subject. He starts with a summary, analysis and criticism 
of the existing English laws specifying certain items of information which must 
be furnished to shareholders of corporations. Such laws in America are 
somewhat of a hodge-podge and are called into existence no doubt as the 
result of commercial crises and scandals. The latest law—companies (con- 
solidation) act, 1908—however, presumably embodies them all and represents 
current English practice, though there is a bill before parliament (February, 
1928) proposing some further amendments to the act. Section 113 of this act 
is interesting to Americans in that it practically sets forth a form for an un- 
qualified certificate which is followed in England and might furnish a model 
for American practice. Based on this section, and using almost literally the 
words of the act, the form is as follows: 


REPORT OF THE AUDITORS TO THE SHAREHOLDERS OF A. B. C., LIMITED 


by have audited the balance-sheet of A. B. C., Ltd., dated . . . as above 
set forth. 

We have obtained all the information and explanations we have required. 

In our opinion such balance-sheet is properly drawn up so as to exhibit a 
true and correct view of the state of the company’s affairs according to the 
best of our information and the explanations given us and as shown by the 
books of the company. 


Any qualifications are inserted between the second and last paragraphs, 
and the latter then begins with the phrase “subject to the foregoing remarks, 
etc.” 

It will be observed that the second paragraph places a heavy responsibility 
upon the auditor. Failure to uncover material facts that he might have 
learned by simple inquiry is inexcusable. 

The author then proceeds to discuss many varieties of qualifications the 
student must expect to make in practice, giving some sixty-odd illustrations 
with comments on the points they bring out. One of them will sound strange 
to American ears—a reference to the accompanying directors’ report for facts 
which the auditor is unable to verify. Mr. Kettle considers this plan of 
referring to directors’ reports as “‘helpful’’ but it seems rather dangerous to 
me. 


W. H. Lawton. 


INSURANCE, by S. B. AckERMAN, The Ronald Press Co., New York. 609 
pages. 

S. B. Ackerman, the author of Insurance, is a member of the New York bar 
and is assistant professor of insurance at the school of commerce, accounts and 
finance of New York University. He was formerly the assistant actuary of 
the New York state insurance department and of the New York state industrial 
commission. 
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The book should prove an excellent aid to laymen and students desiring to 
ascertain the definite forms of coverage granted by insurance companies. Mr. 
Ackerman is well qualified to write on this subject and in his book will be found 
a short description of practically every form of insurance coverage issued in 
this country. 

In addition to the descriptions of the various forms of policies issued by life, 
fire and casualty companies, there is a description of the various types of in- 
surance carriers, including Lloyds of London, and a chapter on rate-making 
associations, as well as a chapter on organization and management of insurance 
companies. 

The book is intended as an aid to students and contains a number of problems 
based upon the text. 

Lee J. WoLrE. 


MULTIPLE SHOP COMPANIES, by Victor G. WINSLET. Gee & Co., 
London. 83 pages. 

The term “ multiple-shop companies” in Great Britain is apparently synony- 
mous with our expression “chain stores."" Mr. Winslet’s small book on the 
subject describes in considerable detail the organization of chain-store com- 
panies, their accounting and administrative procedure and various other 
matters relating to this particular kind of business. The text is supplemented 
by numerous forms. 

No specific type of chain store has been used as a basis for this volume al- 
though one receives the impression that the author has in mind stores devoted 
to the sale of groceries and associated articles. 

The volume is printed in small type and is, therefore, somewhat difficult to 
read. On the other hand, the use of such type has permitted the inclusion of 
a large amount of subject matter in comparatively few pages. Much study 
has apparently been given the subject and the author is undoubtedly well 
versed in chain-store organization and accounting. A number of grammatical 
errors, however, detract from the excellence of the presentation. 

This book may be of interest to chain-store executives in this country but it 
is doubtful whether such executives will find it of real value in their work or not. 

W. B. FRANKE. 


SIX ENGLISH ECONOMISTS, by T. F. Kintocn, Gee & Co., London. 
76 pages. 

In Six English Economists Mr. Kinloch gives brief biographies of six men 
together with summaries of their chief accomplishments in economic study and 
literature. The six in the chronological order of their most important works 
are Adam Smith, Thomas Robert Malthus, David Ricardo, John Stuart Mill, 
William Stanley Jevons and Alfred Marshall. A short bibliography contains 
the titles of their chief books and of the best books written about them and 
their work. 

The booklet is a handy little guide for the student and the general reader 
interested in the subject of economics. 

W. H. Lawton. 
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